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The Out-Reach of Industrial Accounting 
by PAUL C. TAYLOR 


Professor of Accounting, College of Business Administration, Tulane University, New Orleans, La. 


The formidable task of management service at a level at which 
it is indistinguishable from participation, requires more than tact 
and insight. Walls must be breached which divide operating sum- 
maries from operating circumstances, including the areas of business 
conditions and company policy, and up-to-date techniques must be 
availed of. The author of this article seeks to push back horizons 
which may have circumscribed the industrial accountant’s search for 
information and understanding. 
4 yw Is A DAY OF SPECIALIZATION. I wonder if we have too many account- 
ants who have specialized too highly? We all know about the fields of 
specialization within the field of accounting itself, such as the cost accounting, 
tax accounting, financial auditing, “lifo” specialization, and others. I further 
wonder, too, if even the well-rounded accountant who has a considerable experi- 
ence and knowledge in all of these fields of accounting is not still too much of 
a specialist to be of the greatest value to his company when it comes to the 
matter of profit planning. 

Whether or not this is true may depend upon what we accept as a concept 
of profit planning and how far we expect the accountant to go in this matter. 
Is he to be just a furnisher of figures, a mere scorekeeper, or is he also to be an 
interpreter, a part of management, even to the point of not only furnishing 
figures but furnishing them in such a convincing fashion that basically it is really 
he who is making the management decision? If the latter is the case, and it does 
seem to be the present idea of what the accountant is expected to do, particularly 
when he gets to the chief accountant or controller level, then he will have to 
have training and experience in fields other than pure accounting. 


APRIL, 1953 





959 


NACA. BULLETIN 





Doing a job of profit planning necessarily runs into an understanding of 
economic conditions, the problems of product pricing, market surveys, choos- 
ing from among alternatives as to what products to select for production and 
which to push in the market, the interplay of volume, cost and profit, the use 
of standard costs, the use of budgets, the use of statistical methods, and an 
understanding of control through proper organizational structure, just to men- 
tion a few. 

We cannot expect the accountant to be omniscient. Neither do we want him 
to spread his efforts to the point of watering himself down to a jack-of-all trades, 
There is a middle course to take in obtaining just a sufficient knowledge in only 
those allied fields which have a bearing on his specific job. I would like to offer 
comments related to two or three of these fields. 


The Accountant and Economics 


In regard to the field of economics, it is not clear to me how the accountant 
can do his best job in the field of profit planning unless he understands at least 
something about the basic economic law of supply and demand, particularly 
demand. He should study each of the products of his company to determine 
whether the demand for each is elastic or inelastic and whether or not the de- 
mand is a derived demand dependent upon the demand for some other product. 
He should know how each of these situations affects setting the price of the 
product. To me, the most important economic factor in price-setting is not the 
supply of the product or its production cost, but, rather, the demand for the 
product. 

The effect of demand in pricing varies with the nature of the product. It 
acts one way if the product is a basic raw material and in other ways if the prod- 
uct is a processed one, like flour or meat or cotton oil. It acts still differently if 
it is a fabricated product like the automobile. On top of this, the natural work- 
ings of demand may be disturbed, if not completely upset, through the operation 
of government controls. So the accountant needs to know what these controls 
are and what their impact is, particularly on price-setting, for this is an important 
part of profit planning. 

Accountants are busy people but, surely, all can find time to spend just a few 
minutes once a month or once a quarter to give thought to such things as the 
consumers price index, the various bureau of labor statistics indices, the move- 
ments in bank credit, bank deposits, savings, and the supply of money, inventory 
movements, car loadings, employee earnings and employment, steel production, 
automobile production, economic factors behind the political philosophies of 
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newly-elected government officers, and many other considerations. It is a fas- 
cinating game to follow these elements, particularly those having a bearing 
on our own jobs. Surely it might help more than harm to keep adding to such 
a store of information. A company might well be willing to furnish many of 
the best-known publications which cover this type of data. 

Also, just following the newspaper financial pages is a good deal of help. 
For example, last June there was a published report, which was a little pessi- 
mistic, predicting a lower cotton crop than had been expected. At once, the price 
of cotton jumped $1.50 a bale. In early November, a similar report was in the 
opposite direction, predicting such an increase in the crop that the price dropped 
$5.50 per bale. This is valuable information for planning for profit in the cotton 
business. 


The Accountant and Statistics 


In case we may have forgotten, the field of accounting, large as it has grown 
and with all of its many ramifications, is still generally designated as just a part 
of the broader field of statistics. Even though statistics is the broader field and 
even though we think of accounting as a relatively infant profession, yet the 
“infant” has far surpassed the “mother” in the matter of practical application 
in the field of business. Statistics is just beginning to come into its own, includ- 
ing the beginnings of statistical applications in the field of accounting. 

Statistics involves much more than the compilation of a few columns of fig- 
ures, totalling them and calculating a few percentages. It is much more than the 
calculation of an arithmetic mean, a median or a modal figure. It goes on into 
correlations, time series, standard deviations, graphic analysis, statistical quality 
control, sampling, and the theories of probability. I confess to knowing very little 
about statistics, yet it is a field about which I am extremely enthusiastic. If I were 
a young man just starting to college and had some facility for working with num- 
bers, coupled with an analytical bent of mind, I would give serious considetation 
to training in the field of statistics. It is a field full of opportunities. One or two 
examples will serve for substantiation. Last year, I had the pleasure of supervising 
a thesis of a candidate for the masters degree. This thesis was written in the field 
of statistical quality control. It turned out to be one of those situations where the 
professor was supervised by the student. I learned far more than he did. He 
selected three coffee companies and worked out their problem on overfill of 
packages by statistical methods. The adoption of his statistical plan is saving 
each of the companies about $7500 a year. If an inexperienced youngster can 
accomplish this much, it points to staggering possibilities for older men with 
experience on the job. 
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As a second brief example, companies often pay out millions of dollars for 
the engineering development of products and equipment. Much of this experi- 
mental work is done on a trial and error basis which wastes time and adds to the 
cost. Highly-trained statisticians (and there are few of them in existence) have, 
through years of labor, worked out the methods and devices through which they 
can tell the engineer in what direction to expend his efforts in order to obtain 
his goal. Some companies have elevated statisticians to a place in the organiza. 
tional structure of the company in which the engineers are subordinate to them 
in the matter of experimentation. 

Another example relates to the International Harvester’s truck manufacturing 
plant in Ft. Wayne, Indiana, where I was a visitor last August. At one point in 
the plant, we saw an elderly employee operating a centerless grinder. My eyes 
popped out a little when I saw there in front of him a statistician’s chart of 
means and range. I could not resist asking him how he liked to use the chart. 
Quite seriously, with a little surprise in his face and in broken English he said, 
“This! Why this, she issa great! No chart, no getta da job done! This! She 
issa my bread teeket!"” Behind those simple words of a man who had absorbed 
the significance of a statistical tool, whatever his language facility, could be read 
a painstaking selling job from top management down to employee, on the use 
of statistical devices for quality control. 

What does the growing utilization of statistics have to do with the account- 
ants’ job in profit planning? Simply this! The accountant is going to need a 
working knowledge of statistics. It will be quite different to calculate a savings 
figure from engineering and cost data which is based upon statistical methods. 
It will be quite different to handle payrolls which are based upon statistical de- 
vices. Through understanding the statistical methods of sampling, we can doa 
better job at lower cost in our own field, such as auditing invoices, taking physical 
inventories and other accounting jobs which lend themselves to sampling. It 
does not seem at all out of line to think of all of this as another part of planning 
for profit. 

It should not be too difficult to adjust to statistical techniques, for we already 
have a head start in many instances, such as the use of the scatter chart and 
break-even charts in planning for profit. I would like also to dispel the idea 
that is somewhat prevalent that we have to be mathematical geniuses to under- 
stand statistics. Occasionally, and only occasionally, it may be necessary to solve 
quadratic equations simultaneously but this, if you have not forgotten, you 
learned how to do in high school. If you want, sometime, to be a little more 
accurate and locate the line of best fit or trend lines in a scatter chart, you may 
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wish to apply the principle of least squares, but even this can be readily under- 
stood with a little knowledge of high school mathematics. That is about the 
upper limit of the knowledge of mathematics needed to get along with statistics. 
Of course if you want to be able to read many of the articles which expert sta- 
tisticians write to one another, you may want to obtain a knowledge of calculus. 


The Accountant and Management Policies 


Another part of the accountant’s job with reference to planning for profit 
concerns his knowledge of his company’s policies. Knowing and understanding 
what his own management wants and finding out how to furnish information 
in such a way that the management understands and will not be misled is an old 
story to the accountant. 

But what is management and what is the accountant’s part in it? Recently, 
in keeping with a practice established years ago, of having a prominent business 
man talk to our students about once a week, we were listening to Enders Voor- 
hees, Chairman of the Finance Committee of The United States Steel Cory::ira- 
tion. He offered a management formula. Successful management, he said, begins 
with a proper functional organization structure. Add to that manpower, includ- 
ing good employee-employer communications. Next bring in management by ex- 
ception, that is, tackle just those matters out-of-line or most needing attention. 
Then stir in the checkup function. (Here Mr. Voorhees stated that the two most 
helpful elements which he had found were the use of standard costs and the 
use of mechanical office devices.) The final elements in the formula he indicated 
to be always to keep in mind that all functions of business, other than sales, are 
a service to the sales function. It should be noted that he said “a service to” and 
not “subordinate to.” 

Long hard years go into the development and understanding of such concepts 
as these, and it is not always easy for accountants to grasp them and bridge over 
from them to accounting practice. Yet it must be done if reports are to be fur- 
nished for profit planning which will tie in with managements’ principles. Much 
of Mr. Voorhees’ formula aims at profit control. It does little good to plan for 
profit if the means for control to make the profit materialize is not available. 

By control is not meant merely the operation of standard costs system or the 
use of budgets or the direct costing method or some other procedure. It goes 
much deeper and means, first of all, establishing a desired relationship between 
profit and sales and then managing in such a way as to bring this relationship 
into existence. General Motors Corporation has apparently been quite successful 
on this score. Since 1922 it has maintained a calculated, consistent profit sales 
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ratio, as is shown by a widely-publicized scatter diagram prepared by the com- 
pany. Without a keen understanding of policies such as these, it seems that the 
accountant runs a very considerable risk in at least two directions: 


1, He may not furnish what management 2. If he does furnish what is wanted, without 
wants and needs. making sure that his reports are under. 
stood, he may mislead his management. 


Assignment to Growth 


What has been said so far is a mere scratching of the surface in the broad 
field of the accountant’s job with respect to profit planning. Perhaps the whole 
thing can be summed up in a paradoxical statement. To be an accountant re- 
quires much more than being just an accountant. To be of most value in the 
matter of profit planning requires a number of years of experience and prepara- 
tion with a particular company. This experience and preparation should be not 
only in the company’s accounting work but also in the company’s problems in 
fields allied with accounting. It is distinctly a growth job in the sense that it 
poses the challenge to every industrial accountant to matire and broaden him- 
self in his work at the maximum practicable rate. 


964 N.A.C.A. BULLETIN 








field 
" were 


elect 
woul 
hand 
woul 
now 

misti 


Deve 


Sin 
tronic 
situat, 
field | 
some 
our p 
compt 
wides) 
that it 
ments 
counti; 

One 


APRII 









































How Does Accounting Stand With Electronics ? 


t the 
by J. S. WARSHAUER 
ithout Secreiary-Treasurer, Computer Research Corporation of California, Hawthorne, Calif. 
inder- 
ment. 


The unsolved input, output, and data reference problems—unsolved, 
at least, from the point of view of accounting needs as they present 
themselves in the usual case—receive attention here, but not to the 
sroad exclusion of an optimistic view with respect to the future of electronics 
in accounting. The situations of relatively large and small companies 


vhole are compared and exhibits accompanying the paper display the units 

at re- of equipment involved in electronic installations. 

n the 

on mM’ HAS BEEN WRITTEN and many discussions have been held during re- 
° = cent months concerning the potential use of electronic computers in the 
nr field of accounting and what might be broadly termed, “paper control.” If you 
pk “were to believe all of the enthusiastic reports emanating from engineers and ex- 


ecutives of organizations actively engaged in research and development in the 
electronic computer field, you would by now feel that your accounting system 
would be obsolete shortly, unless it included an electronic computer. On the other 
hand, if you were to listen carefully to the dyed-in-the-wool conservatives, you 
would know that this is all a pipe dream. However, the truth is that we are right 
now somewhere in between these two extremes, somewhat closer to the opti- 
mistic than the pessimistic wing. 


Development Up to the Present 


Since 1946 great advances have been made in the general approach of elec- 
tronic manufacturers attempting to make their equipment more practical. The 
situation for accountants today is admittedly confusing, viewed as laymen in the 
field of electronics must view it. In order to clarify this situation and make 
some forecasts of what we may expect in the future, it is essential that we view 
our position from a base of known facts. In my opinion, there is no electronic 
computer being manufactured on a production basis, which is fully practical for 
widespread use in the accounting field as of today. This does not mean, however, 
that it will be true for long. Many companies are feverishly working on improve- 
ments which will make electronic computers both practical and efficient for ac- 
counting use. This development is really divided into two basic phases. 

One phase is concerned chiefly with the development of computers for use in 
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large systems, as in department stores, insurance companies, etc. These involve a 
central computer system and unlimited extensions feeding both into and out of 
the computer system itself, represented by such things as large intermediate 
memory files, point-of-sale recorders, etc. The other phase is concerned basically 
with the development of relatively small-scale computers for use in small to 
medium accounting systems. Such computers would not be integrally connected 
electronically with all phases of the record stimuli but would be more in the 
nature of compact, fast, and very flexible computational centers. Betwen these 
two extremes there is possible an unlimited variety of computers and computer 
systems. 

The direction in which development will proceed at the fastest pace depends 
to a great extent upon the willingness of both government and industry to under- 
write a good share of the basic research required. Although most of the prob- 
lems inherent in designing and constructing true electronic computers have been 
solved, there remain for practical solutions many problems which still present a 


- formidable barrier to the widespread and economical use of electronic computers 


in the business field. Before proceeding with a brief analysis of some of these 
problems, perhaps a graphic presentation of two possible computer systems may 
serve as an introduction and a point of reference for subsequent discussion. Ex- 
hibit 1 presents what might be termed a small computer system, while Exhibit 2 
is a presentation of a much larger computer system. Both systems would operate 
in essentially the same manner, but the larger system is both faster and more 
flexible. Exhibit 3 outlines the more important differences between the two 
systems. 


Illustrating the Obstacles 


At first glance it would appear that, not only can we handle accounting and 
business applications, but we have a variety of possibilities to choose from. Ac- 
tually, however, the current stage of development of input-output devices pre- 
sents a serious handicap to the efficient and economical use of computers in the 
business field. In most accounting applications, a small high speed memory is 
required for use during computation and an enormous external or auxiliary 
memory is also needed, one at least equivalent to extensive filing systems now 
used. In addition, access to this external memory or file should be available 
easily and quickly and in such a fashion as to neither complicate nor slow up the 
full potential of the computer itself. 

Unfortunately these ideal conditions have not been achieved. Let us take a 
look, for example, at the practical difficulties which still exist with reference to 
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using magnetic tape, as this is still the most efficient method known for trans- 
ferring pertinent information from the external world into or out of the com- 
puter. Let us assume that certain labor distribution information was to be re- 
corded on magnetic tape through the use of the tape-typewriter combination 
shown in Exhibit 2. By present means, it would take an average operator fifteen 
minutes to record the following simple information for one hundred employees: 


| 
| 
Name Gross earnings by account number (as- | 
Clock number suming only one account number 
per employee) 
This information would then be fed into the computer through the use of the 
magnetic tape handling unit shown in both Exhibits 1 and 2. To feed this in- 
formation into the computer would take approximately fifteen seconds. The 
computer shown in Exhibit 2 could sort and collate the information presented 
so as to provide a recapitulation of charges by account number in approximately 
fifteen seconds computation time. 
Now we still need a visual presentation of this information. If we were to 
have it printed out on the flexowriter, it would take approximately two minutes. 
If we were to use the high speed printer shown in Exhibit 2, it might be done 
in five seconds. A summary of the time used in each operation outlined above 


indicates the following: 
TIME (SECONDS) REQUIRED 


Using flexowriter Using highspeed 
for output printer for output 














I a sscsicccreinctlysesletiiiginleitlaiiininiaincelag 900 900 
Feed the information into the put 15 15 
Semmens nsaciencssscecsaseeseee ™ 15 15 
Print information via flexowriter . 420 
Print information via high speed printer ..................00000 5 
a iattbcidesiconsenisidiadeeisbisiitiien 1,050 935 
Percentage of computation time to total ...............cccccseee 1.44%, 1.60%, 


It is apparent that only a small fraction of the total time thus required involves 
the computer itself. The remainder is taken up with preparation and input-out- 
put activity. The foregoing is an obviously simplified problem, but it serves to 
illustrate the relative speeds involved and the practical limitations at present in- 
herent in the use of magnetic tape. 

In addition to the limitations of relative speed, there are other problems. In- 
formation recorded on a magnetic tape handling unit of 100,000 nine-decimal- 
digit-number capacity, which is the size normally used, is available on the aver- 
age only every forty-one seconds, based upon random selection. This is true be- 
cause the tape can move only at an average speed of eight feet per second and 
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Comparison of Computer Systems 
Shown in Exhibits 1 and 2 


SMALL COMPUTER LARGE COMPUTER 
MAIN MEMORY SYSTEM (EXHIBIT !) SYSTEM (EXHIBIT 2) 
Type Magnetic drum Magnetic drum 
Capacity 1,032 nine decimal 1,000 nine decimal 
digit numbers digit numbers 
Speed of drum 2,400 rpm 1,500 rpm 
Multiplication speed 27 per second 30 per second 
AUXILIARY MEMORY DEVICES 
Magnetic drum None 10,000 nine decimal 
digit numbers 
Magnetic tape Can operate with a maxi- Can operate with a maxi- 


mum of 8 magnetic tape mum of 100 tape handling 
handling units (total of units (total of 10,000,000 
800,000 nine decimal nine decimal digit num- 














digit numbers) bers) 

Punched paper tape Unlimited use Unlimited use 

Punched cards Unlimited use Unlimited use 

INPUT DEVICES 

Control console and typewriter Flexowriter Flexowriter 

Magnetic tape typewriter unit Not provided 

(Prepares magnetic ta 

directly from original data) 

Punched paper tape unit Flexowriter attachment _Flexowriter attachment 

Magnetic tape handling unit | Can operate witha Can operate with a 
maximum of 8 maximum of 100 

Punched card equipment IBM Model 523 IBM Model 514 or 523 

OUTPUT DEVICES 

Typewriter Flexowriter Flexowriter 

High speed printer Not provided Provided 

Punched paper tape unit Flexowriter attachment _Flexowriter attachment 

Punched card equipment IBM Model 523 IBM Model 514 or 523 

Magnetic tape handling unit | Can operate with a Can operate with a 
maximum of 8 maximum of 100 

EXHIBIT 3 


the average length of the tape to be searched in a random fashion, assuming that 
we always start at the midpoint of the tape, is one-fourth the length of the entire 
tape. By comparison, information on a magnetic drum rotating at 2400 r.p.m. is 
available every revolution of the drum, or every .025 seconds. This means that, 
insofar as access time is concerned, information stored on magnetic tape is avail- 
able for use 1,640 times slower than the same information stored on a magnetic 


drum of moderate size and speed. 
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Another serious limitation to the use of magnetic tape as an auxiliary memory 
device in an accounting installation occurs when one considers the difficulty of 
inspecting stored information, inserting new information, or correcting previ- 
ously recorded information. It is not possible to visually scan the tape and read 
it. Neither is it possible to easily insert new recorded information between two 
previously recorded bits of information, as you would do in a normal filing 


Many of the difficulties applicable to the use of magnetic tape can be and have 
been at least partly solved by proper programming and through the use of com- 
binations of tape units. But these solutions are only stop-gaps and the real solu- 
tion will, probably, be the result of another major step forward in the develop- 
ment of electronic devices. It is enitrely possible that magnetic tapes many be 
discarded in favor of some other more flexible and rapid device. 

What has been said about the practical limitations of magnetic tape is even 
more applicable to the use of punched paper tape, with certain exceptions, none 


_ of which materially alters the conclusion that punched paper tape is not the real 


answer either. The use of punched cards as both an intermediate memory stor- 
age and a means of input and output has certain obvious advantages, but again 
the speed of operation is seriously impaired. Also, the problem of storage be- 
comes of major consequence in this instance. It is possible, for example, to 
store as much information on one reel of magnetic tape (a cylinder ten inches in 
diameter and 11/, inches in thickness) as would normally require 11,000 
punched cards. 


What May Be Expected? 


Future developments will undoubtedly be directed toward the gradual im- 
provement of present auxiliary memory devices and input-output media. After 
all, the most efficient way to get information into a computer would be to record 
the original data either in the computer or on some yet to be developed auxiliary 
memory device at the same time as the original record is made. For example, the 
punching of a time clock card could theoretically provide the only link necessary 
between the computer and/or its auxiliary memory devices and the external 
world. It is certain that the large department store of the future will handle 
almost all of its accounting and record keeping automatically and electronically, 
from the time that the clerk punches the information into a point of sale recorder 
until the computer system is “asked” to print out perpetual inventory balances in 
quantities and dollars, accounts receivable control and detail information, various 
types of sales analyses, up-to-the-minute credit information, reorder requirements, 
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etc. In the industrial field, production control stations in a modern 
plant will undoubtedly be electronically stimulated and controlled. Production 
tools will also themselves be virtual slaves to electronic computation devices, 

It has been said that the industrial revolution was a scientific and economic 
transition as a result of which man’s muscles were for the first time superseded 
to a great extent by machines. Now machines are being developed and built 
which seem fairly certain of taking over at least the rudimentary phases of man’s 
rational mental processes. As accountants, we must be vitally concerned with 
any scientific advance in the tools we use in our profession and we must prepare 
ourselves for the advent of the new approach to record-keeping and accounting 
which is certain to arrive with full impact sometime in the next few years. We 
must look to the future and the time when an accountant will be a highly-trained 
administrative employee charged with the operation and administration of a de- 
partment consisting of relatively few human beings and electronic machines, but 
one which will perform the work of many human beings by present-day stand- 
ards, not only more efficiently but more economically as well. 
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Stabilized Accounting— Time for a Try-out 


by LeROY A. ENGELHARDT 


Member of Comptroller's Audit Staff, Chrysler Corp., Detroit, Mich. 


From the literature of discussion which has surrounded proposals to 
incorporate into (or disclose through) enterprise accounting the effects 
of changes in the value of money, the present author has selected a 
number of writings and introduces quotations from them, followed 
by conclusions which he feels are in order and which constitute a 
recommendation for more active use of adjusted data. 


: wen Is A SIGNIFICANT QUERY which the continued impressive activity level 

of our economy raises in the minds of many, ‘““Why do not companies dis- 
tribute more money or lower their prices when they are showing such high 
profits?” The question is being asked by labor, government, investors, and the 


" public. Because of reported high profits, labor wants increased wages, govern- 


ment wants higher taxes, the investor wants more dividends, and the public 
wants lower prices. 

Any or all of these groups should have their wishes granted if the company 
could make the desired distributions without weakening its position and if the 
profits in question are distributable funds. However, in most cases, these re- 
ported profits cannot be distributed. James L. Dohr says: 

“Accounting may be said to deal in terms of ‘monetary gains or losses’ without recog- 

nizing improvement or impairment in ‘economic position’.’” 

He is saying that, although financial statements indicate a gain or loss, they do 
not show whether or not the company’s position has changed in its purchasing 
power. If this is true, is something wrong with accounting? Many people think 
so. Henry W. Sweeney in his book, Stabilized Accounting (Harper and Brothers, 
1936) lists three objections to conventional accounting. They are: 


1. It does not indicate the change in gen- pressed in the same kind of measuring 
eral purchasing power of the owners’ in- unit. 
vestment in the business. 3. It does not include all kinds of realized 
and unrealized profit and loss from 
2. It combines figures which are not ex- changes in the value of money. 


To aid in correcting these faults, Mr. Sweeney and others maintain that what 
they designate as stabilized accounting is needed. In the face of ever-increasing 


"Dohr, James L., in “Depreciation and the Price Level—A Symposium.” Accounting Re- 


view, Vol. XXIII, April, 1948, pp. 115-136. 
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prices, the use of stabilized accounting to show the true position of an entity is, 
to say the least, an appropriate subject for discussion. There are advocates both 
for and against it. Here, both sides will be offered and a conclusion drawn. 


The Case For Stabilized Accounting 


One of the principal arguments for stabilized accounting is that it clearly 
shows to interested parties the effect of changing price levels. With rising prices, 
regular accounting methods may reveal a large profit and a resulting increase in 
working capital. However, administrators of this profit might find difficulty if 
they attempt to distribute this working capital outside the business. As Ralph C. 
Jones says: 


“... more capital in the form of cash and receivables is required to carry on a given 
volume of business when prices are high than when they are low. This particular cap- 
ital, be it noted, does not add anything to what the enterprise had before the rise in 
price level. It merely replaces capital dissipated through inflation.” 


If some of these funds were distributed, they would represent a distribution of 
enterprise capital. Regular accounting showed a sizable profit and an increase 
in working capital. Stabilized accounting would not have shown the increase in 
working capital. 

One reason for the small profit figure, under conditions of money inflation, 
when stabilized accounting is used, is the higher depreciation charge. Paton 
states it as follows: 


“Thus we see that the primary adjustment needed in present-day income statements of 
industrial concerns is a revision upward of depreciation charges in the case of plant 
acquired at a substantially lower price level than that now prevailing. Without such 
adjustment corporate earnings are generally overstated as reported, in some cases very 
substantially."* 


To explain this, suppose a plant was built in 1939 for $100,000 and had an 
estimated useful life of twenty years. That would mean that cost to the extent 
of five per cent would be “recovered” in depreciation every year. In 1949, how- 
ever, the cost to produce facilities of identical capacity was $200,000. If the 
company charged against 1949 revenue five per cent of the cost, or $5,000, it 
would be charging 1939 dollars against 1949 dollars. To put revenue and de- 
preciation on an equal basis, either the revenue should be stated in terms of 1939 





* Jones, Ralph C., “The Effect of Inflation on Capital and Profits: Record of Nine Steel 
Companies.” Journal of Accountancy, Vol. 87, January, 1949. 


* Paton, W. A., “Statement regarding the Overstatement and Misinterpretation of Corporate 
Earnings Under Current Conditions,” before Presidential Steel Board, August, 1949. 
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dollars or depreciation should be deducted in the form of 1949 dollars. In 
either case, the profit figure would be lowered. Stated in another way, the plant 
cost $100,000 1939 dollars. In 1949 the dollar is worth, roughly, only half as 
much. To “recover” 1939 dollars, the depreciation charge in 1949 should be 
doubled. This way the company is “recovering” the true cost of the plant stated 
in 1949 dollars. 

Examples of this type are numerous. According to the advocates of stabilized 
accounting, management must be warned against being too optimistic because 
of the bright picture resulting from conventional accounting. To prevent this 
unwarranted optimism, stabilized accounting, they say, should be used. Stabiliz- 
ing the accounting for management purposes should be the job of the account- 
ing profession. No one is in a better position to do this. Paton says: 


“Let's at least take care of internal managements’ needs in this matter. Management 

must be sensitive to the changing currents of the economic fabric, and I don’t see why 

accountants should shy away from the job of furnishing the necessary financial statistics. 

The public accountant, as well as the corporate staff accountant, can accomplish some- 

thing along this line.’’* 

With at least an internal system of stabilized accounting, management can 
prevent itself from making serious errors in administering the affairs of the 
business. It can prevent itself from declaring dividends out of what is actually 
invested capital. It can show unions more clearly what the unhappy results 
would be if a wage increase were granted. 

If stabilized accounting were incorporated in the accounts of a business, the 
enterprise would not only prevent serious errors in unwarranted distributions, 
but would also be saving money in other directions. In discussing managements’ 
need for stabilized accounting, W. J. Graham queries: 


“But where does management get the current cost and income information that it must 
have? Not, in most cases, from the accounting records, for they usually reflect only 
original cost. Special reports must be prepared, often at great expense, to secure in- 
formation that should be available from regular cost and income reports.”* 


If stabilized accounting were in some way incorporated in the accounts, it is 
said that management could get its needed information more rapidly and at less 
expense. It is thus the contention that management or owners of a business could 
make more accurate decisions in operating the enterprise if stabilized accounting 
were used, Conventional accounting gives an untrue picture because, as Sweeney 





‘Paton, W. A., “Measuring Profits Under Inflation Conditions.” Journal of Accountancy, 
Vol. 89, January, 1950. 


*Graham, W. J., “The Effect of Changing Price Levels Upon the Determination, Report- 
ing and Interpretation of Income.” Accounting Review, Vol. XXIV, January, 1949. 
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points out, it “does not indicate the increase in the general purchasing power of 
the owners’ investment in the business.” Working with such inaccurate data, 
management is in danger of harming the business by actually turning over less 
goods, even though turning over more dollars. 


The Case Against Stabilized Accounting 


Even though many of the leaders in the accounting profession recognize the 
need for stabilized accounting, many others believe that stabilized accounting is 
either worthless or is not the job of the accountant. Of those who believe the 
profession should have a “hands off” policy toward this matter is Luis V. Man- 
rara, a Cuban accountant. He uses a theme of his article that: 

“although able accountants may also be competent business and economic advisors, 

economic problems lie beyond the province of accounting.””* 

It is apparently Mr. Manrara’s belief that it is the accountant’s job to record his- 
torical costs only. In his opinion, if accountants started to experiment with fig- 
ures other than historical costs, the profession would be set back many years. 
The public, he says, would lose faith altogether in reported figures if they have 
been “tinkered with.” It might be reported that the question seems to be 
whether it is better to report historical costs and offer a presentation at variance 
with truth or to stabilize the accounts with a little “tinkering” and present a 
more accurate picture? 

There are others who are just as outspoken against stabilized accounting. Mr. 
Dundas Peacock says: 


“It cannot be the function of the accountant to convert the monetary facts into economic 

values. That is—and must remain—the function of the economist.” 
Mr. Peacock maintains that accounting data is very important to the economist 
for statistical studies. If, he says, data were presented in an unorthodox manner, 
the economist could not combine them and come to a reasonable conclusion. He 
seems to think that it is not the function of the accounting profession to advise 
but rather to present data consistent with the past, so that the economist can de- 
cide what they mean. 

Not only does Mr. Peacock dislike stabilized accounting because it fails to 

show the original cost but he also holds in disfavor the purchasing power concept 
which underlies it. In the same article, he says: 





* Manrara, “We are Dragging our Anchor—The Drift from Historical Cost.” 
N.A.C.A. Builesis, Vol. 31, November, 1949. 
7 Peacock, Dundas, “Monetary vs. Economic Values.” Controller, Vol. 17, November, 1949. 
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“If management were to be held responsible for maintaining the economic worth of 
corporate investment, then it would be equally logical to expect the U.S. Government 
when repaying bonded debt to adjust for the purchasing power of the dollar, and to 
expect life insurance companies to pay dollars equivalent in purchasing power to the 
purchasing power of the insurance amount when the policy was issued. Therefore, it 
seems logical to assume that management’s stewardship responsibility can only be ex- 
tended to monetary values; i.e., to maintain the monetary investment, with no respon- 
sibility for maintaining a purchasing power equivalent to the purchasing power of the 
dollars first invested.”* 

On close scrutiny this argument falls apart, it seems to me. In the first place, 
the basis for the conclusion is of no significance to the managements of industrial 
companies and, in the second place, has no bearing whatsoever on the conclusion, 
itself. The situations of the two kinds of companies are quite different. The 
management of industrial concerns and the operators of insurance companies 
both have as their objectives to keep their respective businesses operating in a 
profitable manner. In order to do this, they must maintain their assets. Here 
the similarity ends. Managers of industrial concerns maintain their assets by 
continually investing more funds in the face of rising prices to keep assets on 
the same level. Insurance companies must do this, too. However, they are 
privileged by the nature of their business to do it at the expense of the policy- 
holder. They pay the policyholder cheaper dollars (assuming inflation) than 
those in which premiums have been paid. In short, the payment of benefits in 
current dollars provides insurance companies with an automatic stabilizing de- 
vice. Industrial companies must go about stabilization in a different manner. 

Other opponents of stabilized accounting present what seems to me a more 
logical argument. In the April, 1948, number of the Accounting Review, a 
symposium on this subject was offered. The authors opposing stabilized account- 
ing recognized the need for qualifying data presented in conventional financial 
statements. However, they did not believe that this should be done by incorpo- 
rating stabilized accounting into the accounts but, rather, that the same results 
should be obtained by the use of footnotes on published reports. In this con- 
nection it may be pointed out that footnotes on statements are easily overlooked. 


Conditions for Use of Stabilized Accounting 


It seems to me that, on the question of whether or not to utilize stabilized 
accounting in published financial statements, the evidence points towards a posi- 
tive answer. In this manner, the interested parties can be shown clearly the 
actual results of the year’s operations. If prices are rising, labor unions can be 
made to realize that demands for higher wages are unjustified because the com- 


* Ibid. 
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pany’s profit is not as high as it was thought to be under ordinary accounting, 
Owners of the company will see that higher dividends might possibly mean pay- 
ment from invested capital. Nor should the public demand lower prices if a 
lower sales figure would mean a loss to the enterprise. 

If, then, stabilized accounting is an aid to sound management, it now becomes 
a question of how or when to use it. As to the question of when, Sweeney covers 
the point with: 


“Stabilized Accounting . . . should prove practical if either of the following conditions 

is present: 

1. The general price level must have varied 5%, at least, within the fiscal period under 
consideration. 


2. Most of the assets, liabilities, and net worth items that are on the books at the end 
of the period must have first appeared on the books when the general price level 
was 5%, at least, above or below its position at the end of the period.’” 

Sweeney believes that any fluctuation under 5% is not serious enough to warrant 
adjustment. However, in recent years, price fluctuations have broken these 
bounds and, hence, this condition is met. 


A General Index or Replacement Cost Indices? 

In applying his rule for determining when to use stabilized accounting, 
Sweeney makes use of fluctuation measurement through index numbers. This 
brings up a broader question. If general index numbers are used, care should 
be taken to see that they are used correctly. In discussing this point, Jones points 
out that: 


“A single index number adjustment . . . applied to profits . . . is illogical and likely 
to be misleading. With infinity as an index number, monetary profits could be re- 
duced to zero, but it is mathematically impossible for any index number to turn them 
(profits) into a loss." 
He continues by stating that statisticians use index numbers in adjusting profit 
figures and that their results are nearer to the truth because of this adjustment. 
However, he points out that the results are misleading if the impression is given 
that full adjustment has been made. He goes on to say: 

“The only acceptable method of adjusting net profits is to adjust the entire amount of 
revenue and the several classes of expenses by prevailing index numbers for the periods 
when the revenues were earned and costs originally incurred.’ 

In fact, one of the biggest reasons for the objections to stabilized accounting 
is the character of available indices. No particular index may be regarded as 





* Op. Cit. 
# Op. Cit. 
® Thid. 
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generally acceptable. This causes Peacock, who has been quoted here as opposed 
to stabilized accounting, to write: 


“If accountants were to adjust corporate profits to economic values, each using the in- 
dices and base years that seemed appropriate to him, the economist would find it ex- 


tremely difficult thereafter to use collectively for economic analysis and 


interpretations.””"* 


It is true that, if general indices were used, there would be considerable con- 
fusion if different accountants relied on different ones. Comparison between 
enterprises would hold little significance if the respective figures were compiled 
with different index numbers and different base years. 

Even if only one index and a single base year were used by all accountants, the 
results would still be unsatisfactory. In discussing this point, Paton lists three 
reasons given by the objectors to index numbers for not favoring their use. 
They are: 

“1. They are impracticable because of complications and controversies associate| in 

their compilation. 


2. There is no generally satisfactory index number available. 
3. There are as many index numbers as there are entities—no two entities stand 


in precisely the same position with respect to the whole array of factors present 

in the price structure.”™ 
Because all of these objections have merit, it is understandable to find objections 
to stabilized accounting as a whole. It is, however, unfortunate that difficulty in 
finding a stabilization base should be used as an excuse for rejecting stabilized 
accounting. No doubt the common impression that stabilized accounting is based 
on a general index number has stopped many accountants and executives from 
investigating further. However, index numbers reflecting the replacement cost of 
individual classes of assets can be used. In fact, stabilizing the individual classes 
of assets on a replacement cost basis is preferred by advocates of stabilized ac- 
counting. Paton, in discussing his preference, states: 


“. .. at the present time, my own reaction is more favorable to the first approach 

(Replacement Cost). On the whole, this seems to be the more practicable from the 

standpoint of the various interests accounting is designed to serve." 

Another advocate of stabilized accounting, Jones, also states his preference 
for replacement cost indices, although he indicates the desirability of combining 
the purchasing power concept with it. He says: 





™ Op. Cit. 
* Op. Cit. 
* Thid. 
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“Ideally, the replacement cost and purchasing-power concepts should be combined tp 
produce statements of investor equities and income in terms of a general standpoint of 
value and operating statements in terms of replacement cost for purposes of financial 
management. Since the actual financing of replacements is a more urgent problem for 
management than reporting to investors, the replacement cost concept is more likely to 
be accepted.” 


Finally, one of the strongest advocates of stabilized accounting, Sweeney, in- 
dicates his choice of replacement cost: 


“Valuation at cost of replacement seems capable of giving more useful information at 

original cost. Also it is thought to yield values that in the long-run approximate more 

closely the values derived from the ideal method of determining value. The ideal 
method makes value depend upon future income. For these reasons the replacement 
cost version of stabilized accounting is the one to be preferred.’’"* 

It thus seems clear that the replacement cost method of stabilizing the ac- 
counts is the one preferred by leading advocates of stabilized accounting. With 
replacement cost, the accounts remain on a more individual basis and a truer pic- 
ture results. On the contrary, when a general index is used, the adjusted figure 
for certain accounts may reflect fluctuations which have no bearing on them. 


Start With Application to Supplementary Statements 


Another objection to the use of stabilized accounting is that it fails to dis- 
close historical costs. Manrara, already quoted, appears to object to stabilized 
accounting in great part for this reason. He believes historical costs are neces- 
sary for economists to make statistical studies. It is no doubt true that valuable 
information can be obtained from these studies. For that reason, among others, 
historical costs should be preserved. However, that does not mean that stabilized 
accounts should, therefore, be abandoned. Even some of the most ardent ad- 
vocates of stabilized accounting do not intend it to replace orthodox accounting. 
They intend it to supplement orthodox accounting. Sweeney says: 

“. . . for the stabilization adjustment merely supplements, and does not replace, the 

orthodox book figure for capital stock.”"* 

Although in this statement Sweeney restricts his remark to capital stock, it may 
be assumed that he does not indicate a complete abandonment of historical costs. 


Paton is more explicit: 


“Why shouldn't we foster the development of supplementary statements, carefully 
worked out and accompanied by full explanations, designed to show true income.”™ 





* Op. Cit. 
* Op. Cit. 
" Ibid. 

* Op. Cit. 
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There are, however, some who believe original cost would serve no purpose 
whatsoever. Graham says, in the article previously quoted: 

“The suggestion has been made that the principal income statement be prepared under 
the now generally accepted principles of accounting with income determined on the 
basis of original costs, and that supplementary statements be prepared to show the effect 
on profit of rising current costs. But the basic, the significant income amount is that 
based on current costs. . . . because income so determined is the proper basis for 
decisions that must be made.”’”* 

Nevertheless, even if stabilized accounting is more useful for present needs 
than is orthodox accounting, a complete change to it and a complete abandon- 
ment of original cost is perhaps a bit radical. At present, too many people think 
too much of original cost for such a change to be considered. Perhaps more ac- 
countants could be convinced to try stabilized accounting if they were only re- 
quested to use it as supplementary data. As stabilized accounting gets more ac- 
ceptance and as the need for original cost becomes less, a more thorough-going 
change might be in order. Using stabilized accounting as a supplement to 
original cost data seems the proper step to take at this time. 


Summary 


In the face of a general increase in prices, it is apparent that orthodox account- 
ing not only gives an overstatement of profits, but the use of this data can also 
be dangerous to the preservation of the capital of the enterprise. Because it 
shows results of operation more accurately, stabilized accounting should be used, 
particularly to prevent an enterprise from distributing more than it earned. 

Of the various methods of stabilizing accounts, stabilizing on a replacement 
cost basis is preferred over a general index number basis. It is also more advis- 
able to use the stabilized data as supplementary to the historical cost data. 





* Op. Cit. 






Increasing Productivity Through Control Reports 


by WILLIAM LANGENBERG 


Manager, Cost Division, Johnson & Johnson, New Brunswick, N. J. 


Tying this presentation into his earlier paper proposing a formula for 
productivity measurement, the author of the present article proceeds 
to consider the part which the industrial accountant can play in see- 
ing that avenues of increasing productivity are explored. Control re- 
porting is emphasized and a set of eight reports illustrated. 


| seeped Is A TERM which has several meanings. Economists use the 

term on national and industry levels, whereas industrial engineers have ap- 
plied it to an individual or a group of workers. Management, however, is in- 
terested in productivity on a company level. Cost accountants should be vitally 
interested in its application to the manufacturing facilities of a company. In the 
future, greater emphasis will be placed upon methods to increase productivity as 
a means of remaining competitive. It is my opinion that cost accountants should 
enter the field of productivity accounting and thus participate in the creation of 
an additional tool for management. 


Identifying “Increased Productivity"—and The Means fo It 


This article attempts to illustrate methods of increasing productivity and its 
effect upon company policy-making. For this purpose there are needed both a 
measurement of output and of input, the latter measuring an expenditure of 
various resources. To some extent, this need is covered in the present author's 
article, “An Experiment in Productivity Measurement,” in the January 1952 
issue of the N.A.C.A. Bulletin. In order to illustrate further my concept of the 
measurement of productivity, I have prepared a chart (Exhibit 1) showing the 
factors of input. What happens to product cost when the valves which regulate 
the flow of cash are operated to change the relationship of the various factors of 
input? To find the effect of such changes on the output of goods is the goal of 
productivity measurement. 

Using the input and output concepts, just what is meant when we refer to an 
increase in productivity? Going back again to the paper just mentioned, we find 
that either an increase in output (with the same input) or a decrease in the total 
of the various factors of input (with the same output) results in an increase of 
productivity. A listing of the major factors of input will bring our problem 
more into focus. 
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|. Direct labor hours. 5. Repairs and maintenance (equivalent 


2. Indirect labor hours. hours) 
3. Salary hours. 6. Material yield (this may be measured 
capenatalgh 


4. Depreciation (equivalent hours) 


Since we have already established that a decrease in the ratio of the above factors 
of input to output is equivalent to an increase in productivity, we are concerned 
with the ways and means to accomplish this. 

There are a good many ways to do this. In the sections of this paper which 
follow, attention will be given in turn to a number of the more important ones: 


1. Volume. c. Indirect labor 
2. Modern facilities. d. Salaries 
3. Better supervision e. Maintenance. 
a. Yield 4. Employee participation. 


b. Machine utilization 
A Note on Volume and Modernization Factors 


Volume has an important bearing on productivity. It is obvious that an in- 
crease in the volume of production, with a lesser increase in input, will increase 
productivity. A second shift, for example, would not require an exact duplica- 
tion of the expenditure of resources necessary to run one shift. 

A program for modernization of plant or equipment is generally designed to 
increase productivity. However, expenditures of this nature warrant careful con- 
sideration of all factors involved. Elimination of labor does not necessarily mean 
increased productivity. Other expense items which need to be included in a 
calculation to test the advisability of modernization are depreciation, mainte- 
nance, additions to salary payroll (engineers, etc.). Requests for appropriations 
which are based upon savings frequently omit from the savings calculations the 
requirements of a line mechanic, increased engineering service and possible 
changes in material yield. 


Better Supervision Requires Good Control Reporting 


The traditional approach towards the problem of increasing productivity is 
through more effective supervision and better performance by service depart- 
ments. The cost accountant can make his most valuable contributions in this 
area through the issuance of proper reports. The reports must be designed to fit 
the needs of the individual foreman and the data must be on a quantitative basis. 
Whereas the effects of increased volume or acquisition of new equipment are 
generally understood, the importance of the “better supervision” approach 
merits further consideration. 
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EXHIBIT 1 


Here the cost accountant can help most effectively through control reports. 
However, before going into these, I should like to emphasize that it is assumed 
that the cost accountant and the production supervisors have learned to work to- 
gether. To those of us who have cleared this hurdle, the remark may seem to 
be academic but, where the problem is still in existence, it should be placed at 
the top of the list of jobs to be done. It is further suggested that the cost ac 
countant familiarize himself with the overall controls which are prepared for 
guidance of management. If the cost accountant wants to assist in the guidance 
of others, he must understand financial control guides, such as: 


1. Financial budgets and forecasts. b. Capital expenditure control 
2. Return on capital employed. c. Cash requirements 
3. Control of investment 4. Profit and loss by products. 

a. Inventory turnover 5. Profit and loss by sales division. 


The cost accountants’ reporting will be based on recognition of his respon 
sibility, in a manufacturing company, for the following: 
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DAILY MATERIAL USAGE 
GAUZE MILL PRIMARY DEPARTMENT 





1/14/53 

SLIT OR 

TENTERED 

YARDS LENGTH DOLLAR VARIANCE 
COUNT & GREY —————_- GAIN OR WIDTH 
WIDTH YARDS ACT. STD. (LOSS) LOSS LENGTH WIDTH TOTAL SOURCE 
22x22—36" 5,000 4,850 4,825 2 i 6 $ «FOS 5) S( 4) 6S 
n0x20—35” 23,000 21,260 22,375 = (1,115) (30) (30) A 
36x32—36” 296,400 296,400 294,696 1,704 68 68 OA 
19x16—40" 3,000 2,800 2,900 ( 100) { 3) { 3) B 





forseaer raz 68,000 69,000 (1,000) 1" (70) (125) (195) A 
77x72—36" 3,000 2,950 3,000 ( 50) (10) (10) 8B 
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$(57) $(145) $(202) 





In Process 
on Floor: Ticket No. 182, 187, 188, 190. 











EXHIBIT 2 


1. Budgeting standards of performance. 3. Measuring performance. 
2. Organizing for control. 


Also accurate product costs will have been established for use in inventory valua- 
tions, pricing policies and as control guides furnished to management. The 
costs should be based upon: 


|. Effective utilization of labor. 3. Efficient yield of raw materials. 
2. Effective usage of machine capacities. 


Although top management will operate the various controls on a financial basis, 
the cost accountant’s responsibility for translating the financial data into quan- 
titative controls (yards, pounds, etc.) is a major one and will be of utmost 
assistance to manufacturing supervisors who are responsible for productivity im- 
provement. 

Control reports designed to assist in this task are described in the paragraph 
which follow. The sequence of productivity programs and installation of con- 
trol reports should normally be determined on the basis of the ratio which each 
element of cost bears to the total product cost. In many cases it will be found 
that the emphasis has been on direct labor, which may be only a minor part 
of the total product cost. 
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Ticket No. 
mmm CC 
Date ///R Operator 
Womder__/°7 
minn Roll Ho. 672 
Count 222 3-36" 
Mill Yards 5000 
Hours /4/ 
TENTER 
Date “/7 Operator 
Nuaber ATR 
Tenter Yards “9oo 
= 
CAMERON SLITTER 
te TH 2 Operator 
Wumber 22% 
Tenter 
[Number Z 
y ” * 
Cuts 42 — fed = 4 
Yield: Length 4 Fo Yards 
Width JIS "____Inches 
EXHIBIT 3 


CONTROL REPORTS 


What shall the parts of the control 
reporting program be? This question 
could have a more extended answer 
than is practicable here. Nevertheless, 
it is possible to set forth important 
examples of principal control reports 
needed in this matter of increasing 
plant productivity. They are dealt with 
in this section of the article under six 
headings. 


Yield 


Statistics should be prepared which 
show input and output of raw mate. 
rials by mills. Input, in this case, 
means the value of the raw materials 
as they are delivered to the mill. Out- 
put should reflect the value of the raw 
material in the consumer package. The 
difference represents losses and _indi- 
cates savings potential. Mills or de- 
partments which show a low material 
yield should be examined by process 
engineers. Daily reports should then 
be issued to measure actual yield 
against standard. 

Daily Material Usage (Exhibit 2) 
illustrates a report of this type. The 
information shown is obtained from an 
individual Production Ticket (Exhibit 
3). The hypothetical figures have been 
prepared so that they may be followed 
from the individual ticket to the re 


port. Attention is directed to the column in Exhibit 2 headed “Source,” i 
which the supplier is indicated by a code letter. It is no surprise to experience 
a different yield from various sources of supply. The results of an investigation 
of this nature are shown in the graph in Exhibit 4. 
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8/1 8/6 8/11 8/16 8/21 8/26 8/31 
Mille Mill Mill %. A 
A&B 6 4 New Style 


EXHIBIT 4 











Yields may be further analyzed by operators or machines. Calculations can 
be made, for example, which show the savings potential for bringing low yield 
operators up to the average of a group. Machines should be studied for re- 
quired adjustments. Yield losses due to short runs and frequent change-overs 
should be investigated and identified. 


Machine Utilization 


Whether raw materials or machine cost represents the greater portion of prod- 
uct cost depends upon the industry. However, regardless of its ratio to total 
product cost, machine expense per hour is probably higher than direct labor 
per hour in practically every industry. It is important, therefore, to measure the 
degree of utilization of production equipment. Exhibit 5 represents a section 
of a Weekly Production Report showing an actual efficiency of machines of 78 
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WEEKLY PRODUCTION REPORT 
GAUZE MILL — DEPARTMENT NO. 203 
DATE W/E 1/17/53 





MACH. HOURS UNITS PRODUCTION s 
PRODUCT STD. ACT. AT STD. STANDARD ACTUAL VARIANCE ACTUAL 
PRODUCT A 
Style | 184.7 187. 2976 556,512 549,556 ( 6,956) 79% 
Style 2 97.5 104. 2250 234,000 219,375 ( 14,625) 75 
Style 3 180.0 240. 3542 850,080 637,560 (212,520) 60 


Style 4 220.0 200. 4260 852,000 937,200 85,200 88 
PRODUCT B 




















Style | 135.9 125. 3890 486,250 528,797 42,547 87 
Style 2 115.9 103. 2250 231,750 260,719 28,969 90 
Style 3 247.6 254. 2970 754,380 735,521 ( 18,859) 78 
Style 4 148.0 160. 3440 550,400 509,120 ( 41,280) 74 
Total 1329.6 1373. 78%, 
Standard Efficiency 80% 
EXHIBIT 5 


per cent against a standard of 80 per cent. In this case, the standard of 2,976 
for Style 1 of Product A, for example, represents the average attainable units per 
hour, based upon the rated speed of the various machines. Exhibit 6 illustrates 
the calculation. Checking and comparing machine speeds will reveal the ad- 
visability, where it exists, of replacing inefficient units with high-speed equip- 
ment. Reports on these comparisons serve as a guide to production scheduling. 
They are also of considerable value in the formulation of capital expenditure 
programs. 


Indirect Labor 


Indirect labor represents an element of cost which is semi-variable. An in- 
crease in volume does not require an increase in indirect labor to the same de- 
gree. This relationship becomes further involved when certain tasks performed 
by direct labor operators are coded to indirect labor accounts. Examples are 
cleaning, meetings, classes, etc. It is important to have data available which 
separate these two elements of indirect labor. Indirect labor performed by regu- 
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DEPARTMENT NO. 203 
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ry AIR rset 
3202 60 3,600 
4421 55 3,300 
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Average Attainable Production per Hour at 
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Allowance: Personal Fatique, Delay, ete. 20% 644 





Standard Production/Hour @ 80% Efficiency 2,976 

















EXHIBIT 6 


lar indirect labor employees varies to some extent with volume, though some 
tasks are more variable than others. However, charges to indirect labor accounts 
by direct labor operators are likely to depend upon a number of exceptional fac- 
tors. One of these factors may be the breakdown of automatic equipment. Labor 
codes should be set up which furnish this vital information. 

As far as productivity increases are concerned, it is not enough to find a down- 
ward trend in wage and salary hours charged to manufacturing. These hours 
must be analyzed further to determine composition of the trend, as shown in 
Exhibit 7. Another study of importance is the knowledge of minimum indirect 
labor requirements at various levels of production. 


Salaries 


The remarks made earlier in connection with indirect labor may be applied 
to salaries in a general way. It should be mentioned that a plant modernization 
program and methods improvement usually bring with them a change in the 
tatio of engineers and maintenance personnel to production workers. The effect 
of this change must be considered in measuring productivity. 
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Repairs and Maintenance 


Repairs and maintenance expense needs careful evaluation when new equip- 
ment is planned and this cost should be considered in computing the prospec- 
tive savings arising out of the acquisition of modern high-speed machines. A 
factor of even greater importance than repairs and maintenance expense, lies in 
the elimination of machine downtime due to repairs. A measurement of the 
effectiveness of a repairs and maintenance program should be twofold: 


|. Repairs and maintenance expense related turing unit, the latter element being 
to the trend of idle machine hours due measured through the use of the "meas- 
to repairs and maintenance. urement of productivity" formula dis- 

2. Repairs and maintenance expense related cussed in the author's earlier article pre- 
to the effectiveness of the total manufac- viously referred to. 


In order for maintenance programs to be effective, it is generally agreed that 
maintenance work needs to be planned and scheduled in the same manner as 
production work. Such planning insures the availability of special tools and 
equipment when they are needed. It also assigns the various crafts to the job 
at the proper time, assuring a smooth flow of work. It is rather costly to have 
riggers show up before steam lines and electrical wires have been disconnected. 
Planning of major jobs should include estimates of time requirements. In some 
companies, these time studies become standards which are the basis for incen- 
tive plans. 


The Final Factor: Inducing Employee Participation 


Another way of increasing productivity, which is getting more and more at- 
tention by management, is through employee participation. Good supervision 
and good manufacturing practices will increase productivity to a certain level. 
However, evaluation should be made to determine savings which are beyond the 
influence of supervision. For example, graph of Savings Potential (Exhibit 8) 
shows that, through better manufacturing methods and supervision, cost reduc- 
tions may yield $400,000 during a period of, say, one year. It may take five 
years to get an additional $100,000. Nevertheless, it is entirely possible to attain 
potential cost reductions beyond the first $400,000 within a relatively short 
period of time through employee participation. Employee participation involves 
a practical application of human relations in industry. 

A considerable volume of material has been published in this field. Accord- 
ing to some viewpoints, the technological progress of the past fifty years has 
been, in effect, an industrial revolution which has changed a relatively self-con- 
tained craftsman into a worker who has become dependent upon an impersonal 
machine. This change has had a far reaching effect upon the self-respect and 
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EXHIBIT 8 


human spirit of the workers. The same era saw the development of scientific 
management, based upon Frederick W. Taylor's pioneering in time and motion 
studies, in which the emphasis was placed upon increased production and the 
reward to workers was based upon the number of pieces produced. 

Human relations experts are telling us that our industrial revolution has had 
an adverse effect upon the well-being of man’s mind. Frustrations in workers 
have been related to the technological improvements and the development of 
automatic manufacturing processes. Hence, industrial relations have become one 
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of the essential tools of management. A growing consciousness of the need of 
recognizing workers as individuals has developed in recent years. Projects, 
designed to make our plants a better place in which to work, run from improved 
working and safety conditions to company-sponsored recreational activities. An 
illustration of this is the belief, in our company, in small decentralized plants 
which are not only listed among the “plants of tomorrow” but are planned to 
recognize the dignity of the individual. One consistent feature is that all em- 
ployees enter through the front door. The question arises whether or not these 
measures reverse the trend. One school of thought claims that those which are 
practiced off the job, do not. 

On the job, productivity may be increased if a way can be found to create 
the human “will to work.” The piece-work formula, apparently, needs to be 
exposed to technological progress. In my opinion, potential increases in produc- 
tivity will become a reality if employees are put into business for themselves. 
For example, rewards to manufacturing supervisors for increased productivity 
will stimulate their interest. The same concept applies to production employees. 
If we want to get the benefit of their minds, as well as their hands, then let us 
find a way to make those minds productive by putting mental processes on the 
payroll. 

Cost accountants have the opportunity to point up situations in which a 
straight piece-work rate of compensation is as outmoded as the horse and car- 
riage in transportation. For example, suppose the cost of a product is 65 per 
cent material, 10 per cent direct labor and 25 per cent burden. Why should the 
emphasis be on good pieces produced without considering material yield and 
machine utilization? Would it not be possible to stimulate the interest of the 
production worker if part of his pay compensated him for efficient usage of 
material and utilization of machine time? Both are greater factors of product 
cost than direct labor. 


Conclusion 


Many opportunities are available for cost accountants to participate in the 
various plans for productivity increases and for the measurement of productivity. 
I am certain that work in this field will further increase the stature of the cost 
accountant on the management team. It is a broad field. At two points, it re- 
quires pioneering action. These are in the measurement process, itself, and in 
the matter of worker incentives. It also requires the best in cost reporting that 
the industrial accountant can bring forth. 
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What the Commercial Banker Will Ask 


by FREDERICK C. WINDISCH 
Vice President, National City Bank, New York, N. Y. 


An informal preview of the contents of typical loan negotiation in- 
quiries of the commercial banker, relating principally to working 
capital loans and also to fixed asset acquisition loans, is given here. 
The author surveys the broad and particular interest of lenders in the 
current balance sheet, financial statements of past years, and company 
forecasts. 


A BANKER HAS AS MUCH NORMAL CURIOSITY as anyone and perhaps more, as 

those who have sat across the desk from a banker in negotiating a loan may 
have felt. Someone once said, “It’s easy to be a good credit man if you know all 
the facts.” To get these facts, the banker will ask a lot of questions as to the 
condition of the business today and in the past. Then he will want to know plans 
for the future. He will try to evaluate these. However, in all of this fact 
gathering, the banker must throw himself on the mercy of his informants— 
treasurers, comptrollers, auditors and accountants on whose statements he must 
rely. It is they who must supply him with the grist for his mill of judgment. 


The Two Central Questions 


There are two basic questions the banker will ask of every borrower: 


1. For what purpose is the money wanted? 
2. How is the loan going to be paid back? 

The first question is always easy to answer. For the second, the borrower 
needs to prepare himself. There was a time when this second question was not 
asked as regularly as it is today, for banks put more emphasis on getting their 
money out than in thinking of how they were going to get it back. Then came 
the early 1930s and some who thought themselves bankers had only been lenders 
and found borrowers with no clear-cut plans for repayment. So, today, the 
second question is considered as basic as the first and all loans are made with a 
definite plan for repayment. One has only to consider the mortgage and personal 
credit fields to realize how amortization or scheduled repayments have become 
the rule rather than the exception. 

The same pattern holds in the majority of longer term loans made by institu: 
tional lenders. There a substantial part, if not the entire loan, is usually 
scheduled for repayment by final maturity. No longer does the lender only want 
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to know for what purpose the borrower wants the money—he also wants to know 








how and when the loan will be paid. He expects the borrower to have a repay- 
ment schedule which he can meet and he expects that it will be met. It is hardly 
necessary to add that the whole financial structure is a lot healthier and sounder 
as a result. 

To get back to the banker’s questions, what answers will he consider as within 
his proper field to the question, “For what purpose is the money wanted?” in 
the case of commercial borrowers? I will put the answers into two broad cate- 
gories. The first is for temporary working capital. The second is for acquisition 
of fixed assets. 


Types and General Character of Working Capital Loans 


Commercial banking in this country developed historically along the lines of 
meeting the needs of business concerns for temporary working capital. Although 
the commercial banker will today make some loans repayable over a relatively 
short number of years, the bulk of his loans are still for temporary working 
capital and he still prefers to put his money out for this purpose. There is 
sound reason for this preference. The great share of his deposits are payable on 
demand and he has to have his loans turning over, so that he can meet any de- 
mand which may arise from his depositors. 

The needs for temporary working capital generally arise: from two major 
sources, swings in inventory and swings in receivable. These swings should be 
only of a seasonal nature. A mill may have to buy cotton when it comes to the 
market to assure itself of the right grades. A company’s selling season may be 
concentrated in the spring and it will have to manufacture goods during the 
winter. Similar swings can also occur in receivables which, because of seasonal 
datings or uneven selling seasons, may peak at certain times of the year. A com- 
pany may be sufficiently well heeled to finance these bulges with its own re- 
sources, carrying idle cash during the off season, or it may look properly to its 
bank for assistance to carry it over its peak. These peaks, however, should follow 
a seasonal and well-established pattern. A bank is not willing to lend its money 
for a speculative accumulation of inventory, although it will recognize that, at 
certain times in a cycle, it may be prudent for a manufacturer to cover raw 
materials further forward than under normal conditions and be willing to lend 
money for that purpose. In such instances, however, the bank expects the bor- 
rower to have orders in hand to absorb the raw materials it is financing. 

There is still another need for temporary working capital loans. This is for 
the payment of taxes as a result of the Mills Law requiring a company to pay 
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eighty per cent of its Federal taxes in the first half of 1953 and, by 1955, one. 
hundred per cent of its taxes in the first two quarters if its year. Some bor. 
rowing was needed earlier this year for this purpose and it seems reasonable ty 
suppose that more will be needed as the one-hundred per cent goal is reached, 
unless some substantial reduction in the tax rate or modification of the law is 
achieved. The concentrated tax payments place a particular burden on any 
company with a seasonal peak in inventory or receivables during the first half of 
the year. It may become increasingly difficult for such companies to accumulate 
enough cash or tax notes during the latter half of the year to meet the tax bill, 
without some borrowing. This a bank recognizes as a legitimate need for tem- 
porary working capital loans. 

Fundamentally, the banker expects the working capital loans he makes to be 
self-liquidating. He anticipates that the proceeds of the seasonal inventory he 
has financed will pay off the loan or, if the loan is to finance a peak of te- 
ceivables, that these will turn into cash by the loan due date. When the banker 
extends a loan for temporary working capital, he expects the borrower to be out 
of his debt for a period during each year. He wants to see the color of his money. 

You may ask why he is so insistent on this periodic cleanup. There are two 
good reasons. One is that the banker’s function is to supply only temporary 
working capital. If the borrower cannot pay off his seasonal loans, the bank 
is supplying permanent working capital or the equivalent of equity money. This 
is the owner's function, not the bank’s. Obviously, the bank is not compen- 
sated sufficiently by the rate of interest charged, to assume the risks inherent in 
supplying permanent capital. The second reason goes back to the fact, already 
mentioned, that the bank’s deposits are repayable on demand. If the money it 
has loaned has become a part of the borrower's permanent working capital, it 
is naturally not available to meet the demands of depositors who want their 
money. A corollary to this reasoning is that a bank wants a turnover of its 
loans to provide funds to take care of the needs of all its borrowers. In other 
words, the requirements of its customers do not coincide and the banker expects 
to get his money back on a schedule from one borrower to lend to another whose 
requirements come at a later time. 


Limited Interest of the Banker in Fixed Assets Loans 

In addition to lending money for temporary working capital needs, I have 
stated that banks are willing, under certain circumstances, to lend money for 
the acquisition of fixed assets. Loans are being made today for the purchase 
of tools and machinery, equipment, and, in some instances, for the construc- 
tion of plants. I make this statement with immediate reservations. As those 
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loans are not as liquid as temporary working capital loans, the conservative 
bank is going to limit sharply the total amount of such loans it will make. Then, 
too, the banker will want any such loan he makes repaid in a relatively short 
number of years, very rarely over five, and the borrower must be able to demon- 
strate to the banker’s satisfaction that he can meet the repayment schedule agreed 
upon. Obviously such loans are not self-liquidating in the same manner that 
inventory and receivable loans are, but, if the borrower can show that the loan 
can be paid off from cash generated from earnings and/or depreciation within 
a few years, a bank may feel that such a loan is within its field. The volume 
of these loans has gained impetus during the past two years because of the ac- 
celerated amortization permitted by the 1950 amendment to the Internal Rev- 
enue Code. 

But, in making fixed asset acquisition loans, the banker has uppermost in 
mind the earning potential of the borrower. There is no cash throw-off from 
depreciation, normal or accelerated, unless the borrower earns the deprecia- 
tion. No matter how nice a program for repayment of a term loan, based on 
cash throw-off from depreciation, looks on paper, the banker must first ask 
himself whether or not the depreciation is excessive in relation to the borrower's 
earning power. The basis for any loan for capital expenditures must be increased 
earning power. Since, assumedly, it will not be repaid from liquidation of re- 
ceivables or inventory, it can only be repaid from earnings, before deprecia- 
tion if necessary. If a potential borrower can convincingly demonstrate that the 
installation of a new machine will pay for itself in three years by a reduction 
of labor costs, the purchase of the machine would justify a loan repayable over 
three years for the purpose. If an addition to a plant would pay for itself in a 
saving of excessive handling costs within a few years, this might also be the 
basis for a loan. 

By way of warning I should state again, however, that the supplying of 
money for the purchase and expansion of fixed assets is essentially the stock- 
holder's and the long-term lenders’ field. It is the exception to have such a need 
fall into the commercial banker’s area. Because of the relative shortness of the 
term for which he is willing to lend, he is going to require greater margins of 
assets and earnings than the providers of long-term money or the suppliers of 
venture capital. He is not so interested in the long-range effect on earnings as 
he is in the near-range effect. He has to foresee fairly immediate results. 


Repayment Assurances: General Considerations 
We will suppose now that the would-be borrower has satisfied the banker 


on the question, “For what purpose is the money wanted?” and moves on to the 
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question, “How is the loan going to be paid back?” What does the banker 
want to know on which to base his judgment? First of all, he will want the 
borrower's last annual report and statement of profit and loss and reconciliation 
of surplus, certified by an independent public accountant. He will satisfy him- 
self that the auditor is one in good standing and one on whose signature he can 
rely. He will then look at the form of the certificate to determine the scope 
of the audit. Preferably the certificate will state in some detail what the auditor 
has covered, the extent to which receivables and accounts payable were verified, 
whether a physical check of the inventory was taken by the auditor or whether 
the company’s own inventory figures were merely checked to the general books 
of the company. The nature of the auditor's certificate will have a bearing on 
how much additional information the banker may feel he needs regarding any 
particular items. 

If the credit desired is substantial in relation to the borrower's working capi- 
tal, the banker will probably want to see more detail, including an aging of 
the receivables, a breakdown of the inventory if this is not shown on the balance 
sheet, and a description of the reserves. He will look for the auditor's opinion 
as to the adequacy of such reserves as may have been set up. He will also ex- 
amine the auditor's report very carefully for any notations of contingent liabili- 
ties or commitments which may have a potential bearing on the company’s fu- 
ture position, for these can be very important in analyzing the credit. 


Chief Reliance for Working Capital Loans Is Working Capital 


Let us assume that the borrower is seeking a temporary working capital loan. 
In this case, the banker looks essentially to the borrower’s current assets for 
repayment. The borrower is naturally going to need his plants if he is to stay 
in business. Moreover, if he had to liquidate to pay the loan, his plant might 
not prove to be worth nearly as much as he thinks. Therefore, the banker will 
place little value on fixed assets. He considers of prime importance the nature 
of the borrower's current assets and their relationship, not only to his current 
debt but to his entire debt, for, if the borrower fails to pay his current debts, in 
all likelihood any long-term obligations he has will be matured also, and the 
banker will have all the creditors in bed with him. 

The banker will first of all want to see a good margin of current assets over 
current liabilities. It is a pretty much accepted standard that, for the ordinary 
company, the ratio of current assets to current liabilities should be at least two 
to one. There may be exceptions, depending on the nature of the business and, 
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in the case of a definite growth company with an exceptionally good earning 
record, a lower ratio may be acceptable. However, a two to one ratio is a good 
and generally-used yardstick. The reason for having a good net current asset 
margin is quite obvious. Liabilities never shrink. They are made up principally 
of taxes, payrolls, and of amounts due for goods purchased and for borrowed 
money. Current assets, on the other hand, are subject to shrinkage, with the ex- 
ception of cash and short-term government bonds. Accounts receivable, if ade- 
quate reserves are set up, are generally a good asset, although they may lengthen 
out. The question mark will always be placed by the banker after the inventory 
item. It is here that he will do most of his probing. 

He will want to know the basis on which the inventory is carried. If it is 
on a “lifo” basis, he will want to know the difference between cost or market 
and its carrying value. If the base price is substantially below current values, 
the banker will give weight to this fact. He will probably want the inventory 
figures broken down to know how much of it is finished goods, how much in- 


" process, and how much in raw materials, to see whether it is in proper balance. 


He will want to know how many times the inventory is turning over, to see 
how current it really is. If the finished inventory looks heavy in relation to sales 
and the manufacturer makes several different lines, the banker may want a break- 
down of items, for he will want to satisfy himself that there are no quantities 
of stale merchandise involving a potentially serious loss. 

He will not be willing to lend money to build up more inventory if the bor- 
rower should be concentrating his efforts on reducing an inventory already 
excessive in relation to a reasonable sales outlook. He will not be willing to 
lend money to enable the borrower to speculate in his raw material purchases, 
for he will take the position that the borrower should use his own money for 
that purpose. It may also be apparent from a study of the inventory-sales ratio 
that the company is turning its inventory too rapidly and that it really needs 
additional permanent working capital rather than borrowed money which would 
be frozen in if there were a slowing down from a level of high business ac- 
tivity. In the final analysis, the banker does not like to have to rely too much 
on the liquidation of inventory for the payment of his loan. He feels safest 
when liabilities are covered by cash and receivables and he is going to want 
to know more and more about the inventory as it becomes a larger share of his 
protection. 

Having analyzed the current position of the borrower and having found out 
all he feels he should know about the assets, the banker will next look below 
the line to see that there is no excessive long-term debt which could cause trouble 
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through heavy servicing requirements or near maturities. If there is a long- 
term debt, he will want to know the provisions. He will particularly want to 
know if there is any limitation on current borrowings and whether there are 
any ratios which must be maintained. In fact, he will probably want to have 
a copy of the loan agreement or indenture for his records. He will look at the 
total debt in relation to the net worth of the company and the borrower will 
have to be very persuasive, indeed, if his total liabilities exceed his equity, for 
it is an accepted maxim that the stockholders should certainly have at least as 
much of their own money in the company as they expect the creditors to supply. 


Relevance of the Immediate Past 


Now that the banker has had a good look at the company as it is today, 
through the balance sheet, and is satisfied, is he likely to hand over the money? 
No, he will want to take a look at the past. What has the company’s perform- 
ance been over, say, the last five years? He will ask for balance sheets and 
statements for those years. He may want to know, if it’s a really “close one,” 
how the company was handled in the pre-war years when business was not as 
good as it has been in recent years. He is looking for a consistent earnings rec- 
ord, for the ability to show profits is the test of good management, an essential 
from the banker's point of view. If there are a lot of red-ink years, there will 
have to be a convincing explanation and assurance that the conditions causing 
them have been corrected. The banker may even question the reason for one 
red-ink year if it was a good year for business generally. 

He also wants a good look at the back years to see trends. He will feel that 
one of the best means of judging where the company is going in the future is 
to see how it has reached the point at which it now is. Since money is wanted 
for temporary working capital, does the history of the case show that the need 
really is temporary. Does the company clean up borrowings regularly? If it 
did carry over debt some year, was there a good reason? Are the inventory and 
receivables keeping normal relationship to sales? Are inventory and borrow- 
ings showing a tendency to rise from year to year without proper reductions? 
Has there been a trend toward spending too much on fixed assets, with a cor- 
responding sapping of working capital? What is the dividend policy? Is the 
company plowing back an adequate share of its profits to sustain a desirable 
rate of growth? The answers to these questions the banker will expect to get 
from a review of balance sheets of the past years. He will place almost as much 
importance on what he learns from them as he will on the current balance sheet. 
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Interest in Future Prospects 


Now, if the banker is satisfied that the current balance sheet supports the 
loan and he has found no particular skeletons in the closets of the past, he 
moves on to the forward and really vital aspect of the question, “How is the 
loan going to be paid back?” He does not want any crystal ball gazing. He 
now wants a forecast of the maximum amount the company is likely to need 
and the anticipated schedule of repayment. He may be willing to accept esti- 
mates for this purpose, if they seem in line with past performance and the cur- 
rent outlook or, if he needs extra convincing, he may want to have a cash fore- 
cast worked up, if that has not already been done. 

Estimated requirements will be based essentially on the sales forecast for the 
year, for that will determine the amount of raw materials necessary to acquire 
and the payroll which must be covered. These are the major variables in a com- 
pany’s current cash needs. The forecast will also show the timing of needs, 
based on production schedules, and it will show when receipts will build up 


cash to pay off loans. I am sure that every successful management today recog- 


nizes the need for a carefully worked out budget, but it is particularly essential 
for any company foreseeing the need of borrowing. The banker naturally wants 
to know the maximum amount of money likely to be needed, for he does not 
want to find himself in the position of having lent all he thinks the statements 
warrant and then find that still more is needed. Such a situation places both 
the banker and the borrower in an uncomfortable position, to say the least. 

I cannot overstress the need for a borrower to have as accurate a forecast as 
possible when presenting his requirements to the banker, who must rely on the 
accountant in these matters. He is not a cost accountant himself. He cannot 
check the accuracy of the internal figures on which the forecast is based. He will 
accept these at face value, at least until he has evidence that he cannot do so, for 
he knows that this is the accountant’s field and the latter is fully experienced in 
this area. It is perfectly proper to revise the forecast during the year, for much 
can happen in twelve months. However, there should be a good reason for any 
substantial revision. It should not be because the original one was unrealistic 
in its over-optimism or carelessly put together, without giving due weight to all 
the factors. 

Even though the banker may accept estimates of peak requirements without 
asking for a cash flow summary, he has the right to assume that a careful sur- 
vey has been made of all the factors and that the estimates are firmly based on 
internal analysis. If the credit is full in relation to working capital, he may well 
ask for a monthly or quarterly forecast of cash requirements, so that both 
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parties to the loan may have periodic check points. In the last analysis a bor- 
rower’s forecast is one of the most important elements in influencing the judg. 
ment of the banker in deciding whether the loan can be repaid. It is the blue- 
print for the individual credit structure and requires just as much study and 
testing as the blue print for any other type of structure. Nothing builds the con- 
fidence of the banker in a borrower so much as having his forecasts carried out 
in performance. Therefore, the utmost care in preparing them is essential. One 
may be sure that forecasts are going to live to haunt the borrower if they are 
materially off, without a really acceptable reason. 


Fixed Asset Loans: The Enhanced Importance of the Forecast 


In the major portion of this paper, attention has been devoted to the banker's 
inquiries with respect to working capital loans. The approach to a longer term 
loan for the acquisition of fixed assets will have a somewhat different emphasis, 
although the basic approach with regard to the current balance sheet, past per- 
formance, and the forecast will be the same. In considering a term loan which 
is repayable over, say, three to five years, usually in equal quarterly or semi- 
annual installments, the forecast becomes even more important. Such a loan 
cannot be repaid from liquidation of inventory or receivables, without shrink- 
ing the business. Repayment must come from cash generated by earnings and 
thrown off from depreciation, in excess of that needed for normal replacements, 
As a basis for decision on such a loan, the banker will, in all likelihood, insist 
on a cash flow forecast for the period for which the loan is to run, worked 
out On at least a quarterly basis. Here again, the forecast must be based funda- 
mentally on the sales outlook over the period, for, while the funds to pay off 
the term loan must come from earnings, before or after depreciation, earnings 
can be estimated only on an assumed volume of sales. 

Forecasting sales for one year is difficult enough and an acute sense of realism 
must prevail in forecasting for several years ahead. Here, more than ever, the 
financial officer who is making up the forecast must be somewhat of a cynic in ap- 
ptaising the sales department’s estimates. He must also assure himself that the 
men responsible for production are not overly optimistic concerning their 
ability to reduce costs and that a conservative estimate of profit margins is being 
taken. He cannot let wishful thinking color his estimate of tax rates. To be 
fully conservative, the financial officer must discount all the favorable factors 
and give fullest weight to the unfavorable factors and still come up with a 
forecast which will show enough cash being thrown off to meet the payments 
on the term loan by a very comfortable margin. The banker will then probably 
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put on his dark glasses and take a very pessimistic view of predicted earnings, 
to see whether or not the company could pay off the loan with no earnings at 
all. As in the making of all loans, he is going to look at the forecast in the 
light of past performance, for assurance that it is a reasonable program. 


Obtaining a "Close-Up" of Management 


In this article, I have tried to tell some of the things the banker wants to 
know. In the last analysis, however, the successful banker is not entirely a bal- 
ance sheet lender. He is going to want to know the management. He will 
have a good idea of it from the record, but he is also going to want a personal 
opinion of it. He will probably want to know who competitors are and how 
the company’s record stacks up with theirs. He will want to know something 
about the products. He will probably want to know the plant from the inside 
as well as the outside, for, while he is not a manufacturer himself, he has prob- 
ably seen the inside of quite a few plants and has a good idea of an efficient 


‘lay-out and good housekeeping. These are all important to him, as well as the 


balance sheet, in making up his mind as to whether or not the loan can be 
paid. 

All these considerations must not discourage a company from calling on its 
banker. Banks want to lend money. Loans are their business and their best 
paying asset. The banker sets up for himself certain rules and standards for 
judging a balance sheet, but he also recognizes that no two borrower's problems 
are exactly alike. He is as ready to break his rules as the next person if, in his 
reasoned opinion, the situation warrants his doing so. Balance sheets and fore- 
casts are his traditional tools but they form only the framework for his judg- 
ment. 

On the other hand, he expects that the management will know its business 
so thoroughly that it will be able to supply him with any information which 
he needs to make his decision. From my own experience, very few loans are 
turned down. A borrower knows, just as much as the bank does, that if he is 
going to stay in business he has to repay his loan. Therefore, if he is convinced 
that he has a reasonable proposal based on all the facts, the chances are very 
good that the banker will agree, or at least that the two, together, can find a 
workable program. 
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THINKING IN TERMS OF 
DIRECT COST 


IN A SMALL BUSINESS, the members of 
the management group can, in many Cases, 
maintain a good understanding of the con- 
ditions under which the company is oper- 
ating through reference to the general books 
and by carrying out many of the business 
details themselves. The only financial state- 
ments necessary are yearly financial state- 
ments for tax purposes and for the local 
bank if credit is needed. In instances such 
as this, it is difficult to apply formally the 
modern and useful principles of cost ac- 
counting as embodied in such devices as 
the variable budget, standard costs, variance 
analysis, etc. Large businesses can handle 
the amount of detail necessary to keep up 
the related records, but the small business 
does not find it practicable to do so. 

However, I feel that these principles 
should be made use of in some way, as 
the basic problems of a business are much 
the same, whatever the size. Therefore, 
if it is not practicable to use the correspond- 
ing techniques in full, we can use them as 
guides in our thinking. The bases of these 
developments are, in reality, only ideas 
and methods of thinking. We can keep our 
budget, cost standards, and other figures 
in our head or on memoranda and still be 
using modern cost practices. 

An illustration of how we do this will 
illustrate the point. As a textile business, 
we have been confronted with a large 
number of problems in the past two years. 
Our costs have changed rapidly and often. 
Also, our volume has varied so that we 
could not tell what our future sales might 
be. Our big problem was what we should 
sell our product for. What were our costs? 
We can determine costs at fixed volume 
but, if volume changes this, the fixed costs 
will always confuse the situation. 

After working with this problem for 
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some time, I finally tried expressing our 
costs this way: 

Present selling price 

Material $xxxxxx 
Labor XXXXXX 
Variable Overhead 9 xxxxxx 

$xxxxxx 
Variable selling cost xxxxxx 
Total variable costs” + xxxxxx 

Fixed cost absorbed per unit $ioconx 

This is an adaptation of the principle of 
direct costing, even though a very simple 
one. It is surprising how this change in 
viewpoint has helped to clarify the situa- 
tion. When we know the amount of fixed 
cost absorbed per unit, we can tell right 
off how many units we have to sell to ab- 
sorb all of our fixed costs. Those sold 
above that number will create our profit. 
It would be impossible to describe in detail 
all the ways in which this simple change 
in our method of thinking has assisted 
in controlling our business. 

In concluding, I would like to make the 
point that there is no reason why a small 
business cannot use modern principles. 
The technique may be much different, but 
the principles can be used to great advan- 
tage. 


$ooxxx 


FORD A. GRANT, Bangor 


PERHAPS THE BREAK-EVEN POINT 
SHOULD RISE 

FoR MANY YEARS we have been reading 
about rising break-even points and it seems 
that, without exception, all writers have 
been viewing this continuing phenomenon 
“with alarm.” Perhaps this viewpoint tt 
sults in part from our environment which 
seems to place us, as accountants or com 
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trollers, on the conservative side of the 
management table. It is, of course, true 
that, in many cases, the rising break-even 
point is a cause for real concern. When in- 
creasing wages and material costs are not 
offset by increased prices or by improved 
productivity, the results can be disastrous. 
However, in many other instances, what 
appears to be a potential rise in the break- 
even point can be a blessing in disguise and 
probable results are sometimes misinter- 
preted. 

Difficulty in forecasting results usually 


_arises where a management decision changes 


the relationship of fixed costs, variable costs 
and plant capacity. Consider the case of 
en enterprise in which management is de- 
bating the advisability of purchasing capital 
equipment in order to reduce variable op- 
erating cost. The cost accountant’s analysis 
shows that the fixed costs will increase by 
$50,000 per month and will be offset by 
reduced variable costs, resulting in the 
break-even point remaining at 60% of 
capacity under the proposed new condi- 
tions. Here the question might be asked, 
“Why increase invested capital when no 
reduction can be made in the break-even 
point?” The answer, of course, lies in 
weighing the increased loss below the 
break-even point against the increased profit 
above the break-even point. If the future 
indicates consistent volumes above the 
break-even point, the answer is simple. 
Consider now a second case in which 
the basic information is the same, except 
that the break-even rises to 62% of ca- 
pacity. The chart shows that, so long as 
the business operates at a volume above 
72%, the profit percentage is greater, de- 
spite the rise in the break-even point. If 
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the enterprise is solidly entrenched and 
volumes are likely to continue at or above 
this level, the investment should be made. 
Consider also a third situation. This one 
is not a case of a rising break-even point 
but is sometimes misinterpreted as such. It 
is the case of a company which is studying 
the advisability of overhauling its material 
handling techniques. During the last ten 
years, great strides have been made in cost 
reduction in this area. Very often such a 
study will, in fact, increase plant capacity 
considerably without the necessity of add- 
ing new machines or buildings. By reliev- 
ing productive workers of the job of ma- 
terial transfer, more of the operator's time 
can be spent on making the product, thus 
utilizing expensive equipment much more 
effectively. It may be that, in such a situ- 
ation, fixed cost increases and variable cost is 
only slightly reduced, but the overall break- 
even point is reduced by giving considera- 
tion to the greater plant capacity potential. 
Thus, in analyzing a situation involving 
a possible rising break-even point, the in- 
terplay of the factors of fixed cost, variable 
cost, volume of business and plant capacity 
are of the utmost importance. If we do not 
examine all aspects carefully, we run the 
risk of performing a disservice to our enter- 
prise. 
P. W. JENKINS, Akron 


WHAT REPORTS AND TO WHOM? 


To CONTROL report distribution, two 4” 
x 6” cards, both filed alphabetically, one 
by name of report and the other by recipi- 
ent, are worthwhile. When a new report 
or new recipient of reports is added, the 
circumstances should be carefully checked 
and an appropriate additional card made. 
Ali additions or deletions for the index 
cards should be reported at once to the de- 
partments issuing the reports. 


JOE WINTERS, Grand Rapids 
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Some Instances of Practice in By-Product Costing 


by ROBERT S. WASLEY 


Assistant Professor of Accounting, University of Colorado, Boulder Colorado 


Marketable new products are often adventitious arrivals in chemical 
and other process industries and the welcome which they may receive 
from management does not minimize the problems which they raise, 
some of which are managerial and technological, others of which re- 
quire accounting solution. Assignment of costs is in this latter cate- 
gory. The present article is built about responses from company ac- 
counting staffs on this point, following a look at opinions of account- 
ing writers. 


ECENTLY, A PROBLEM IN BY-PRODUCT COSTING was called to my attention 
by a manufacturer of industrial chemicals. The company, through exten- 
sive research, had found a way to make magnesium oxide from an end liquor 
which had previously been wasted from one of its manufacturing operations. 
In addition, the new process would be capable of producing sizeable quantities 
of hydrochloric acid. The management of the enterprise was concerned with the 
manner in which the material cost of these new products should be determined. 
Since there was little written literature on the subject and nothing to indi- 
cate the attitude of the chemical manufacturing industry toward the accounting 
for such a problem, the present author questioned the chief accountants of a 
group of the larger chemical manufacturers in the United States, as to their 
methods of cost allocation. From the replies received, it was apparent that 
situations of companies differ widely. Several chief accountants indicated a de- 
sire to know what other firms might be doing, in order to learn of an alterna- 
tive solution to their own problems. 

However, before commenting on the survey responses, a quick review of the 
by-product and joint-product problem is appropriate. The first distinction 
which every manufacturer must make for himself, according to his own situa- 
tion, is whether or not his operation is a by-product or a joint-cost situation. The 
differentiation between by-products and joint-products is often a matter of de 
gree. If a firm is manufacturing or processing two or more commodities from 
one basic raw material and if one or more of these commodities are considered 
of less relative importance than the other or others, the firm is said to be pro 
ducing under by-product conditions. Then the commodity or commodities of 
less relative importance than the other or others are termed “by-products.” If, 
however, the products obtained are of relatively the same value, the firm is said 


1006 N.A.C.A. BULLETIN 








to | 
ther 


Wh 


is in 


ideal 


the } 
of th 
pron 

Ne 
the s 
to the 


1. The 
for: 


pre 


In 
by-prc 
offs, t 
form. 
circum 
The a 
rather 

Prof 
by-pro 
He sta 
with o 
sidered 
up to t 
gests ac 
lows: 





ition 
quor 
ions. 
n the 
indi- 


nting 
of a 


yf the 
iction 
situa- 


“s If, 
is said 








APRIL, 1953 





to be operating under joint-product conditions. The units of production are 
then termed “joint-products.” 


What Writers Say About By-Product and Joint-Product Costing 


To begin with, we may as well point out that accounting theory in this area 
is incomplete. One authority writes: “It is generally admitted that there is no 
ideal solution to the problem of joint cost distribution whether it results in by- 
products or joint-products. In fact, the economists are in general agreement on 
the proposition that the sales recovery from all the joint-products is a function 
of the joint cost and that the assumed cost of any one product may not have any 
pronounced relationship to the selling price of that particular product.”? 

Nevertheless, there are some leads in accounting literature. As to by-products 
the same writer says, “By-products can be classified into two groups according 
to their marketable condition at the time they come into existence, namely: 


|. Those that can be sold in their original 2. Those products which require further ap- 
form without any further expenditure for plication of labor to become market- 
preparation. able."2 


In either event, it is considered impractical to attempt to apportion to the 
by-products any part of the joint costs of production up to the point of split- 
offs, the point at which the by-products take their own individual shape and 
form. Such a happening occurs primarily in a continuous process industry, a 
circumstance which at once relates it to the manufacture of industrial chemicals. 
The accounting problem is, therefore, one dealing with process cost procedures 
tather than with job order cost procedures. 

Professor John G. Blocker feels there are limits on what should be considered 
by-products and that cost allocation for joint-products is a problem to be faced. 
He states, “If products have a relatively important selling price as compared 
with other products of the conversion process, such products should be con- 
sidered as joint cost products and should receive a portion of the joint costs 
up to the point of split-off."* When the product is truly a by-product, he sug- 
gests accounting methods for handling by-product values, summarized as fol- 
lows: 


‘Lang, Theodore, Editor, Cost Accountant’s Handbook, The Ronald Press Company, 
New York, 1947, pg. 498. 
* Ibid, pg. 500. 


gy John G., Essentials of Cost Accounting, McGraw-Hill Book Co., N. Y. 1948. 
pg. 658. 
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1. “All income received from the sale of 3. The income realized from the sale of by. 


by-products is considered as other in- products, less both selling expenses jp. 
come. The major commodity bears all curred in the sale and manufa 
costs of production, and its sales yield expenses applied to the by-products after 
the operating income. they achieve a separate existence, is de. 

2. The income realized from the sale of by- ducted from the om of production of 
products is deducted from the cost of the major products. 


production. 
Professors James L. Dohr and Howell A. Inghram have this to say about the 
above methods: 
“An examination of these methods leads to the conclusion that the best method of 
cost accounting is that which treats the net yield of the by-products (the selling price 
less all costs which can be assigned to the by-products) as a reduction in the cost of 
the main product. Under this theory the profit shown at the end of the cost period 
consists entirely in a profit on the marketing of the major product, since the net yield 
value of the by-product merely serves to reduce the cost of the principal product.”6 
Joint products are most often considered to arise only when the processing 
of one or more basic materials yields a number of finished products, none of 
which is considered of relatively more importance than the others. In such 
case, as contrasted with by-products, the emphasis is not placed on any one 
product. The accounting methods employed attempt to analyze individual 
products costs by an allocation of the total common costs up to the split-off point, 
to the component units of each product derived. After the split-off point has 
been reached, costs are immediately allocated to the separate products. 

In general, there are three important methods recognized for allocating the 
joint costs of production to the joint products: 


1. “The market price method, whereby com- ultimate products found in the joint 
mon costs are allocated to the several products at the point of separation. 
commodities in proportion to the relative 3, The survey method, whereby common 
market values of the product obtained. costs are allocated to joint products ar 

2. The unit methods, whereby the common bitrarily after consideration of a number 
costs are distributed to joint products of important factors such as volume, 
on the basis of the proportionate amount selling price, technical engineering, and 
of common hot 4 y in terms of pounds, marketing processes."® 


tons, board feet, or gallons found in the 

Many people feel that the third method is more equitable than either the 
market price or unit methods because a combination of related factors is con- 
sidered. It is probable that all manufacturers of industrial chemicals have situa 
tions to which the foregoing material relates. It should be of help in gaining a 
better perspective as to the solution for an individual company’s costing prob 
lems. 





4 Ibid 

5 Dohr, James L., Inghram, Howell A., Cost Accounting—Principles and Practice, The 
Ronald Press Company, New York, 1947, pp. 427. 

® Blocker, op. cit., pg. 500. 
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The Question Asked 


In the survey of practice which the author made, the chief accountants of 
the companies selected were asked: “If a use is found for what formerly had 
been considered a waste, does the waste material have any value as material in 
the new products?” This question immediately required an answer as to whether 
the operation under consideration is a by-product or a joint cost operation. 


The "By-Product Credit" Based on Market 


In sixteen of the eighteen corporations contacted, the by-product approach 
was indicated as the choice. Of the sixteen, six followed the method of attempt- 
ing to determine the market values of the residue and crediting the cost of the 
product producing the residue with this amount and, at the same time, charg- 
ing the by-product with the residue at market value (assuming, undoubtedly, 
that the by-product is saleable without further processing). These six manu- 
facturers are producers of: ' 


|, Organic and electro chemicals. 4. Organic chemicals, solvents, plasticizers. 
2. Sorbitol, activated carbons, industrial ex- 5. Alcohols, glycols, oxides, plasticizers. 

plosives. 6. Benzol, casein, caustic soda, dyestuff, sol- 
3. Rubber, agricultural and organic chemi- vents. 


cal intermediates. 


One manufacturer amplified his statement to cover practice when further 
processing was needed for saleability, by saying: 


“In those cases where the residual material is not saleable without further processing, 
we attempt to assign a reasonable value to such materials. In instances where it is 
necessary to do very little processing in order to convert the residual material to a 
saleable or useable product, we ordinarily value the residual material as its ‘chemical 
equivalent’ value; i.e., the market value of equivalent raw material less the cost of 
processing the residual material. In instances where the processing required to bring 
the residual material to a saleable or useable product stage is of considerable magni- 
tude, we ordinarily further reduce the value assigned to the residual material in order 
that the processing operation may realize a reasonable profit.” 


As another variation of this method, it was reported in behalf of a manufac- 
turer of benzene, chlorine, plastics and magnesium that: 


“At such time as a nominal sale or use is found for the by-product, the sale or use 
value is credited to the cost of the primary product. Later, at such time as this sale 
of use increases to where it is a material amount, the by-product is set up as a 
separate sale and a division of cost set aside against this sale, based on the raw material 
content of the by-product and the primary product, and is usually figured on the 
molcular weights of the raw material used in each product.” 
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It will be noted that the foregoing approach borders on a joint cost procedure, 

Two other companies allow no credit to the main product when the residue 
is found to have further use. The responses from both were emphatic. They 
are manufacturers of: 


1. Pharmaceuticals, organic acids, antibi- 2. Rosin and terpene chemicals, cellulose 
otics. products, industrial explosives. 


Variations in Arriving at "By-Product Credit” 


One manufacturer of insecticides and fungicides treats the income from the 
sale of the by-product as a reduction in the cost of the main product produced, 

Three other companies credit the cost of the principal product with the net 
value of the by-product which is determined by deducting from its sales value 
the direct and indirect costs of processing which are known, the costs of pack. 
ing, shipping, selling and administration, and the average profit margin of the 
product line in which the by-product is included. This can be illustrated as 
follows: 


Say ne ae I WD acini en scicinicicicccsssssincsncnicnncsioninisinssinsionstavisipedemmla $1.00 
Less: 
Direct and indirect costs that are kMOWM ..............cc.cccesssseseseeseseseeeeseeeneeeee $.63 
Distribution, selling, general and administrative .................-ec-sssesseeee: 12 
RII INIT scx ncetcs si nnisictccsss secsennininsiesuniiinewiipinsiviaesiconpnccaeseataloncnvininbnanhagiieh 07 82 


na 
o 


Value assigned to waste material (credited to principal product)................ 


The response from one of the companies using this method goes on to say, 


“If all of the recovered quantities of a by-product can be used as intermediates in 
the manufacture of other products, the assigned value to be credited to the cost 
of the principal product creating the by-product, is the value which can be allowed 
to result in realistic costs to process the products using the by-products.” 


The three manufacturers using this method produce: 


1. Intermediate and heavy chemicals, phar- 2. Synthetic detergents, printing gums, we 
maceuticals, synthetic resins. ter repellents. 
3. Industrial chemicals. 


A manufacturer of medicinal, industrial, analytical and photographic chemi- 
cals follows another plan, due to a different manufacturing situation. Where 
the by-product constitutes recovery of a portion of the original product used 
(such as sifting recycled), the by-product is valued at the product cost less cost 
of extracting. Where the by-product is another product, but part and parcel of 
same product group, the by-product is costed at only the extraction cost. In the 
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above instances, the original process is credited with the value of the material as 
determined. 

Another company, one manufacturing chemicals for the pharmaceutical, rub- 
ber, plastic, paint, textile and leather goods industries, prefers the following 
method for valuing the residue material used in a by-product and which is 
credited to the cost of the primary product. 


AMOUNT PERCENTAGE 
Selling price of product producing residue...................0c000 $1.00 66 2/3% 
Selling price of new Product ............s.scesscsssssssscesescsecseccnscsnsceee 50 33 1/3% 
I i siacciascipciedeaeansaptael ebidiibanaeipianntasieambsecnsminsahastaiedbablliael $1.50 100% 


Raw materia! costs of the product producing the residue.. $ .40 


Portion of the raw material costs of the new product pro- 
ducing the residue to be allocated to the residue used as a 
raw material in the new product OF ............sesssssssssessseseesneseeseees $ .13 33 1/3% 


The chief accountant for a manufacturer of coal tar chemicals gave this illus- 
. tration as to how he valued his by-product: 


“Coke Breeze represents the minus 1” coke screened from-the coke production. It is 
used as boiler fuel in plants equipped with stokers, and is also sold in the open market. 
The assigned value of Coke Breeze for boiler fuel is calculated as a replacement of 
natural gas according to the B.T.U. content, the formula being as follows: Cost of 
Natural Gas ~ B.T.U. per M.C.F. X B.T.U. per Ton of Coke Breeze. 

“The assigned value of Coke Breeze for sale in the open market is determined by 
the selling price less a margin for selling. 

“To indicate the complications involved, the selling personnel expect credit for the 
selling effort to be reflected on the commodity profit and loss statement: therefore, the 
credit to operations is reduced by the agreed margin. The credit in this case reduces 
the coal charge to the coke ovens and coke shipping expense, as follows: 

Current selling price coke breeze per n.t. 
Less: Agreed selling margin. 

Net assigned value. 

Less: Shipping expense. 

Reduced coal charge.” 


Responses Reflecting A Joint Product Approach 


In the two instances in which manufacturers reported using joint costing 
procedures, they had the following situation and procedure in common: All of 
the residues used in the manufacture of other products contained certain chemical 
elements associated with or related to the main product. For this reason, costs 
were allocated on some common basis between the main product and the residue. 
These two manufacturers produced: 


|. Intermediate and heavy chemicals and 2. Phosphates, formates, phosphorous com- 
pharmaceuticals. pounds and oxalates. 
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The Internal Situation May Alter 


This quick review of practice in one industry is necessarily not a determining 
presentation. The author hopes it is a contributing one. A last word concerns 
the relationship of by-product and joint product concepts. It should be pointed 
out that some joint products may have originally been by-products, the classi- 
fication of which changed with changing markets. Also joint products may be- 
come by-products for the same reason. Whatever the treatment of a particular 
product in the accounts, it cannot, therefore, be regarded as permanent but must 
be the subject of continuous review. 
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Keeping the Wholesale Inventory Under Control 
By GEORGE L. ROSS 


Auditor, Carter Dry Goods Co., Louisville, Kentucky 































The inventory road to financial trouble has a greased surface for retail 
and wholesale companies. It is particularly true that, for the whole- 
sale level, the literature of inventory control is not abundant and 
practice not well-outlined. Here one company's story is told in pro- 
cedural fashion after a discussion of reasons for rejecting the adapta- 
tion of the retail inventory method of costing or adoption of the 
assumed markup method. 


N THE WHOLESALE dry goods business, profit margins are narrow, and 

annual profits depend upon volume and inventory turnover. Hence, control 
of purchases and inventory is a must in the efficient management of a wholesale 
dry goods house. 

Over the past several years, our company has evolved a system of purchase 
and inventory control which furnishes management detailed information as 
to inventory on hand, inventory open to buy, purchase commitments, and 
monthly inventory turnover. All of this information is furnished monthly by 
departments and subdepartments, so that management can at all times be in 
control of its buyers and can base present decisions on accurate up-to-the- 
minute inventory information. In this way management can anticipate trouble. 
To achieve the desired results, we broke the problem down into two steps: 


|. Development of a means of determining would compare actual operations and 
cost of merchandise sold. would disclose the required information 
2. Establishment of inventory records which on inventories for management. 


In other businesses, especially manufacturing lines, the cost of the articles 
made may quite readily be determined as the cost of materials, labor and over- 
head used. In dry goods wholesaling, the many of thousands of items bought 
from various vendors throughout the years at varying prices make the deter- 
mination of a close cost of merchandise sold, the only practicable goal. 


Better Cost Each Invoice 


There are several ways commonly used to arrive at a cost of sales amount in 
wholesaling. One of the answers to a recent questionnaire of the Wholesale 
Dry Goods Institute outlined an adaptation of the retail inventory method for 
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determining inventory and cost of sales, i.e., adjusting to the use of markup 
or markdown forms. Many years ago we tried such an adaptation in our 
company. It did not operate satisfactorily. At that time and during the de 
pression years, the main trouble was that costs changed rapidly. In addition to 
that obstacle, we are of the opinion there are two objections to the regular 
use of the retail inventory method in a wholesale store. First it is a long and 
arduous task to get department heads to report markdowns accurately and 
promptly. Secondly, most wholesale houses are not broken down into a suff 
cient number of departments in which uniform markups are likely to be main- 
tained. For example, staple departments will contain household furnishings 
which carry quite different markups from low-end piece goods, etc. However, 
there are wholesalers using the retail inventory method and reporting satis. 
factory results. 

Another way of costing sales made at wholesale is the use of estimated gross 
profit percentages in each category or unit of goods sold, subtracting gross 
profit so determined from sales, to arrive at cost. This system is not entirely 
dependable when purchase prices are rapidly changing, thus playing havoc 
with the profit percentage used. In our case, one department head thought he 
was making twenty percent gross profit on a unit but a check showed only 
twelve percent. 

The defective nature of this method is best illustrated in another response 
which the survey of the Wholesale Dry Goods Institute, previously referred to, 
elicited. The following is a quotation from it. 


“We have been using an assumed maintained markup for each department 
and subtracting this from the sales monthly to determine the sales at cost. 
We have then taken the beginning inventory of each department, added 
purchases at cost, and freight for the month and subtracted the sales, and 
since stocks were small, we have taken an occasional actual inventory to 
arrive at the margin percent being maintained. This system worked very 
satisfactorily during the war when goods were moving out rapidly and mark 
ups were largely delimited by OPA, but will apparently no longer be useful.” 


From bitter experience, our company is aware of the shortcomings of both 
systems—the retail and the assumed markup methods. The retail method, 
requiring the prompt reporting of markdown we attempted to apply just as 
business became extremely active after World War II, but we were stopped in 
our tracks when the department heads refused to cooperate because they were 
too busy to make out markdown forms. We have found that it pays to have 
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every sale costed on a retained duplicate of the customer sales invoice. Under 
this method, the margin of error between perpetual and actual inventories has 
been very small and consists primarily of depreciation on stock caused by change 
of style or other forms of obsolescence. There are other advantages to this 
method of costing. It is capable of uncovering inventory shortages, if any. 
In addition, it provides greater accuracy and helps to form better predictions of 
future results. 


How We Get At Inventory Control 


In our industry, competition is very keen and consequently does not permit us 
to establish our own selling prices but makes them for us. Companies in our 
industry cannot afford to indulge in over-enthusiastic purchases of new lines, 
new patterns, or too many styles, thus risking a heavy inventory of undesirable 
items at the end of a season. The deterioration of stock, thus caused, can have 


‘a depressing effect on net profit which, at its best, is held to a very narrow 


margin of per cent on the sales dollar. Since margins are so narrow, adequate 
sales volume and inventory turnover are required to create sufficient profit to 
care for all the necessary overhead and expense, as well as to leave something 
for dividends, etc. Both volume and turnover are needed. Great ambition for 
volume alone can be a cause of deterioration of stock, which will wipe out a 
large part of the profit. 

What happens when imagination runs away with buying, is demonstrated in 
Exhibit 1. The figures are from one of our smaller departments. It should be 
observed that the beginning actual inventory starts out heavy because of previous 
overbuying hanging on and on, cutting down the inventory turns which, in a 
year’s time, would amount to a loss of one full turnover. In brief, the easiest 
and shortest way is not always the surest way for proper inventory and purchase 
control. Good records are essential. The system and chart outlined in the fol- 
lowing paragraphs explain the mechanics which have helped us in controlling 
purchases to needs, both current and seasonal. 

No printed forms or schedules are used. A thirteen column analysis sheet is 
availed of to show budget and actual operations of each subdepartment as well 
as each department as a whole. This is exen:plified by Exhibit 2 applicable to 
Unit 33, a subdepartment of Department M. There is both a fall and spring 
schedule, each relating to two quarters of the year. Budget figures are based 
upon expected sales, giving due consideration to business outlook, sources of 
supply, and changing tastes of customers. Expected sales are determined by 
department heads. The figures used here for demonstration are the actual at- 
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LOSS OF TURNOVER THROUGH HEAVY BUYING 
BEGINNING "“OPEN-TO-BUY"™ SALES ENDING 
INVENTORY OR PURCHASE: AT COST INVENTORY TURNOVER 
June 
Budget 69,220 45,250 20,970 93,500 .26 
Actual 104,211 45,558 24,993 124,776 .22 
(34,991) (308) 4,023 (31,376) 
July 
Budget 93,500 38,950 25,650 106,800 26 
Adj (31,276) 52 
7,674 
Actual 124,776 40,060 28,545 136,291 .22 
(32,386) 2,895 (29,491) M4 
August 
Budget 106,800 36,790 
Adj (29,491) 49,090 94,500 53 
7,299 1.05 
Actual 136,291 44,927 49,902 131,226 .29 
(37,628) 812 (36,726) 83 
*YEAR 4.20 3.32 
*At above rate for quarter, it would amount to a loss of nearly one whole turn 
for the year. 











EXHIBIT 1 


tainments for Department M, one of our smaller departments, showing budget 
versus actual for a full six months period. 

The composite of the sales at selling-price, cost-price, and open-to-buy, as 
worked out for each of the four units, forms the controlling information for the 
department. These figures are very readily brought together. The composite of 
control sheets of each of the seven departments comprising the forty-odd sub- 
department or units of the company, produces the overall budget expectation of 
sales, cost of sales, and open-to-buy for the whole house for the six months of 
the spring or fall season. 


Constructing the Sales, Cost and Open-To-Buy Budget 


The first step in the preparation of the budget sheet is to block off thirteen 
columns across a sheet and space the six months down the sheet, leaving room 
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for a line at the bottom for “total season budget,” another under for “total 
season actual,” and one for extra seasonal adjustments. Thus, on the item space 
reading downward are the names of the months, each with subsidiary side head- 
ings of “budget,” “adjustments,” and “‘actual.” 

The first three columns across the top are blocked for “sales at selling price.” 
In columns 1 and 2 (typed in ahead of time) are shown for comparison, the 
actual sales at selling price for the previous two years by months, the first col- 
umn headed for (say) 1947 and the second 1948. (1949 is the year used for 
demonstration). Beside each monthly sale figure is the margin of profit per- 
centage, shown in small figures like an exponent by use of pen and ink in what 
would ordinarily be the cents column on the analysis sheet. 

Keeping in mind the sales thus shown for the past two years, the rate of flow 
inward of the particular merchandise in the near future, customers’ demand ex- 
pected and also any new features or dropped features, the department head 
forms his considered estimate for each month to arrive at expected sales for 
each unit and, hence, his department total for the coming season. He also recon- 
siders the margin per cent of profit in each instance for the past two years, 
in order to form his opinion of what margin percentage is to be expected in 
the new budget. These estimated sales and margin percentages are placed in 
the third column of each unit sheet and headed in the present case, “budget 
1949.” 

Then, knowing the margin percentage of profit expected, cost of each month’s 
sales can be computed. These budgeted costs of sales figures are entered in the 
fourth column, headed “budget 1949 at cost” and form the backbone of our 
calculations. Both budgeted sales and cost of sales are entered in black lead 
pencil while the actual sales and cost of sales, as they come along, are put in 
with green lead pencil in Column 6 and 7 on the “actual” line to afford com- 
parison with other years. The colors are used to give prominence to each step 
in completing the form and to show at a glance which set of figures represents 
budget and which actual. The prominence of “actual” is also enhanced by 
leaving the narrow Columns 5 and 8 blank, except for an occasional note or 
percentage relationship. The contrast of color gives quick comparison. 

Columns 9 through 12 of the budget schedule, which precede the final col- 
umn, relate to “beginning inventory,” “open-to-buy or purchases,” “‘sales at 
cost” and “ending inventory.” Budgeted cost of sales as shown in Column 4 
is posted in the first line of Column 11 for each month and becomes the anchor 
point of the calculations. Past experience indicates that inventory in this depart- 
ment would be the equivalent of two months’ supply. 
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This budgeted beginning inventory as it appears in Column 9 for the month of 
June is the total of budgeted cost of sales for June of $10,900 and July $13,600. 
Similarly, the total of budgeted cost of sales for the succeeding two months— 
July $13,600 and August $17,850 gives the ending inventory for June $31,400 
as shown in Column 12. Proceeding to the month of July, the ending budget 
inventory of June of $31,400 is the beginning inventory for July. The August 
inventory is determined in the manner outlined above. Continuing this two 
month policy for the season determines a budgeted ending inventory for the unit 
of $22,000, at the close of the season. From the foregoing, it is apparent that 
tentative sales and cost of sales figures for two months in the succeeding quarter 
are required. These can be estimated closely enough by comparison with the 
same months of the previous year, using any corrections necessary to allow for 
changing conditions. 

The cost of the sales expected in each month plus the ending budgeted in- 
ventory for the month, less beginning budgeted inventory produces the amount 
of that month’s “‘open-to-buy,”” meaning “purchases” allowable to come in that 
month to maintain the scheduled two month’s supply. This information is 
inserted in Column 10. 


Making the Budget Comparisons 


The figures in Exhibit 2 show the beginning inventory of June 1 heavy to 
the extent of $1,806. This difference is shown in Column 9 in small red fig- 
ures (in parentheses in Exhibit 2) just under the line for “actual.” Purchases 
which came in were less than the allowable amount by $13,217, and are shown 
in small black figures. Sales at cost were $21,169 less than the budget and are 
shown in small red figures (in parentheses in Exhibit 2) in Column 11. The 
red figures indicate unfavorable conditions while black shows favorable. Buying 
more than the budget and selling less always shows in red. 

The sum of the two red amounts, less the black open-to-buy variance, results 
in a favorable ending inventory (actual compared with budget) to the extent of 
$7,232, as in Column 12, which amount is added to purchases allowable (open- 
to-buy) in the next month. Favorable variances in the ending inventory are 
added to the next month’s open-to-buy and red or unfavorable variances are, 
of course, deducted from the following month’s open-to-buy. 

Occasionally conditions change the outlook, as is evident in the third quarter 
period shown in the Exhibit 2. Deliveries to us could not be made. Accord- 
ingly, in the months of September and October, budgeted sales and cost of sales 
were reduced and, similarly, “open-to-buy” was reduced for the following 
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months. Budget figures are always adjusted at the end of each month for actual 
operations, and when necessary, to correct for changing conditions. This flexi. 
bility proved very helpful recently when we raised our sights on sales expected 
all over the house to the extent of several hundred thousand dollars and were 
able to adjust our budget to accommodate the additional open-to-buy and cost 
of sales for the whole house and for each department. 

It will be noted that Column 13 in Exhibit 2 has yet to be referred to. It 
is of key importance. Despite all good intentions and even of good care, a situa- 
tion can get out of control. So a little “gadget,” which the accountant knows 
as turnover, is used as a quick gauge of how actual operations measure up to 
expectation. Since the budget in this department is based on an inventory of 
two months’ supply, a turnover of six times a year or one-half turn a month 
is expected. However, it is not budgeted so simply, as that would be a perfect 
score which cannot be achieved at all times. Still any significant decline from 
one-half turn a month indicates trouble which requires attention. 

Column 13 of Exhibit 2 carries the monthly turnovers at both budget and 
actual. The budgeted turns for the quarter were 1.23 but the actual, due to 
short supply of goods, yielded only .93 turns, a loss of nearly a third of a tum. 
This gauge by turnovers is an important indication of the effectiveness of depatt- 
ment management. 


Purchase Order Control 


A supplemental but necessary record in an inventory control system is an 
accurate record of unfilled purchase orders, classified by months of expected de- 
livery. In the wholesale dry goods business purchase orders must be placed 
months in advance, sometimes as much as six months. Hence the need for in- 
formation on scheduled delivery dates. We have a form in our company, which 
has worked well and has columns for all orders, futures only, current orders, 
and one for each month of delivery. The last column is used to show the orders 
and months of delivery to which purchase orders unfilled at the season’s end are 
to be carried. 


Conclusion 


This system described in this article has been of great assistance to our maf- 
agement, not only in planning and controlling purchases and inventory, but also 
in budgeting collections and other operations of the business. We know that it 
has provided management with tight control over a fast-moving business and 
has provided sound information upon which decisions can be based. 
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What Our Plant Accounting Program Covers 


by GEORGE W. MARSH 


Assistant Comptroller, General Electric Co., Schenectady, N. Y. 


Do you forecast fixed capital needs? Choose plant projects sys- 
tematically? Have a clear rule for identification of capital outlays? 
Test your depreciation rates through experience? The present author 
outlines his company's procedures which comprehend these and other 
features, with the objective of fully developing the fixed asset ac- 


counting. 


 Samuagersy WHEN WE WERE REVIS- 
2% ing all of our accounting instruc- 
tions, my associates had a saying that 
there were only two accounts on the 
balance sheet that mattered, plant and 
inventory. Of course, like most other 
general statements, this one is not very 
accurate but I believe it does point up 
the fact that proper financial policies 
and controls with respect to the plant 
accounts are very important to a manu- 
facturing concern and that they repre- 
sent a fertile field for constructive 
work on the part of the financial man. 

I have no new theories with respect 
to plant accounting to bring to readers 
of the N.A.C.A. Bulletin. In fact, one 
of the basic troubles with plant ac- 
counting today is that too many defi- 
nite and, therefore, arbitrary rules have 
been set forth on the subject, particu- 
larly as to its treatment for tax pur- 
poses. There has been too much think- 
ing that because a barn on Franklin 
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Roosevelt's farm had (with much 
maintenance and renovation) stood up 
for some one hundred years, the cost 
of providing specialized plant equip- 
ment and modern industrial buildings 
could be allocated to income on some- 
what the same basis. Although it may 
be granted that some items will last 
a long time physically, this approach 
to plant accounting fails to give ade- 
quate consideration to: 


(1) The rapid economic obsolescence of 
today's automatic machinery and 


(2) The effect on cost, pricing, and share 
owners’ investment of using historical 
costs. 


I am not sure that industrial account- 
ants have made their voices heard often 
enough and loudly enough on this 
subject. We have acquiesced too easily 
in permitting plant accounting to be 
conducted by copybook rules rather 
than through the exercise of judgment. 

What I would like to do in this 
article is to suggest some of the points 
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which our plant accounting programs 
should cover, areas in which account- 
ants can be of assistance. For guide in 
following the thread of this paper and 
for subsequent reference, a summary 
of these points in check-list form ap- 
pears in Exhibit 1. They are now to 
be treated in the same order. 


Forecasts and Budgets of Capital Needs 


Looking forward, we first come into 
contact with plant in helping develop 
forecasts of capital requirements. In 
our organization we have carried fore- 
casts of plan expenditures ten years in 
advance. In these long-term forecasts, 
we identify only the major projects and 
rely on historical trends for the normal 
replacements and for the smaller items. 
The reasonableness of the over-all 
planning is checked by comparing the 
planned output (1) per employee, (2) 
per square foot of floor space and (3) 
per dollar of plant cost, with current 
performance. While not strictly plant 
accounting, this first step is essential to 
adequate planning of the capital re- 
quirements of a growing business. 

In our case, these long-term fore- 
casts are reviewed each year in connec- 
tion with the annual budget, at which 
time we prepare a more detailed fore- 
cast of the plant expenditures by 
months for the coming year and an- 
nually for the next four years. After 
review and approval by the executive 
officers, this estimate forms a part of 
our forecast of cash requirements. 
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Plant Expenditure Authorizctions 


Our next contact with the projected 
plant expenditure comes when the 
management is ready to request ap- 
proval for specific items. In most com- 
panies, endorsement of the long-term 
forecast or plan does not authorize the 
expenditure of funds. Authorization 
for actual commitment or expenditure 
generally is obtained project by project, 
on the basis of detailed planning of 
the proposal. In this process, one of 
the most significant parts played by the 
accountant is in estimating the savings 
to be accomplished in the case of cost 
reduction projects or in forecasting the 
probable earnings when the project in- 
volves manufacture of new lines of 
products or establishment of new 
plants. 

Equally important to estimating the 
amount of the savings or the probable 
earnings is the realistic forecasting of 
the total investment required by the 
enterprise. This means that we should 
take into consideration the related 
items of cash, inventories and receiv- 
ables, as well as the cost of the facil- 
ities, themselves, to determine whether 
the proposal will yield a satisfactory 
return on the total investment. 

Much has been published on the 
subject of how to compute the esti- 
mated savings from replacement of an 
item of equipment. Most of the pro 
posed formulas impress me as being 
too complicated for general use, In 
our organization we overlook the 
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CHECK LIST FOR ADEQUACY OF PLANT ACCOUNTING PROGRAM 


A. Forecasts and budgets 


1. Long-term planning as basis for forecast of capital requirements. 
2. Annual budgets of plant expenditures and cash requirements. 


B. Plant expenditure appropriations or authorizations 


1. Assistance to management in development of program. 
2. Preparation and audit of estimated savings, earnings, etc. 
3. Current reporting of actual versus planned spending as to 
(a) timing and fb} amount. 
4. Periodical comparisons of actual with estimated savings, earnings, etc. 


C. Capitalization policies 


1. Need for a consistent policy clearly outlined in writing. 


D. Classification of assets 


|. Relationship to depreciation practices. 


E. Depreciation (normal rates based on historical cost) 


1. Starting point. 

2. Current verification. 

3. Periodical studies of adequacy of rates. 

4. Application of rates. 

5. Normal book rates versus amounts allowed for tax purposes. 


. Accelerated depreciation 


1. Need for careful planning in order to substantiate for tax purposes. 


. Amortization of emergency facilities 


1. Accounting for World War Il facilities. 
2. Rental for use of fully-depreciated and fully-amortized facilities. 
3. Problems raised by current amortization: 
(a) Excess of amortization over normal depreciation 
(b) Discrepancy between amounts allowed for tax and renegotiation purposes 
and “true” depreciation allowed for costing purposes. 


. Replacement value of plant 


1. Should replacement values be recorded in the accounts: 

(a) Revaluation of all plant accounts 

(b) Write-off of so-called “excess costs” 

(c) Adjustment of current depreciation to reflect increases in cost levels 

(d) Adjustment of current depreciation to reflect changes in volume levels. 
2. Effect on pricing and management policies. 
3. Need for insurance purposes. 


Physical inventory of plant 
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questions of “sunk” investment, cost 
of money, etc., and merely compare 
the actual present costs, using the ex- 
isting equipment, with the estimated 
cost after acquiring the proposed facil- 
ities. Depreciation at normal book 
rates is included in both calculations. 
The difference divided into total cost 
of the proposed new facility gives us 
the “pay-off” period. However, this 
calculation does not provide us with a 
ready-made decision. It has been my 
observation that few decisions as to 
replacements are made solely on the 
basis of the pay-off period. This is 
usually only one of the points to be 
considered. 

Further significant phases of the 
plant project appropriation from the 
financial man’s viewpoint are the pre- 
view it gives him of any likely prob- 
lems in classification and advance in- 
formation as to timing of the expendi- 
tures. In addition the accountant’s re- 
sponsibilities in connection with the 
appropriation do not end with its sub- 
mission in proper form. The progress 
of the actual expenditures, as compared 
with the amounts approved, must be 
followed and reported. Overruns 
should be anticipated and brought to 
management's attention in time for a 
decision as to alternative courses, rather 
than merely reported as accomplished 
facts. Still another very informative 
phase of appropriation reporting is the 
subsequent comparison of the actual 
savings obtained with the estimates 
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which accompanied the appropriation 
requests. 


Capitalization Policies 

Once the expenditures are made, we 
have the problem as to classification 
between capital and expense, inasmuch 
as the project authorization procedure 
usually covers both. This is a subject 
upon which there is an abundance of 
theoretical reference material in the 
form of tax cases as well as purely 
accounting references. Our problems 
are usually with borderline cases, I 
know that all who deal with plant have 
struggled with such questions as: 


1. When does a repair item cross over the 
line into an improvement? 


2. Whether you should capitalize the pur- 
chase of 100 chairs if the cost of each 
chair is less than the practical capitali- 
zation limit which you have established. 


I do not have any easy solutions. 
Very much depends on a company’s 
past practices and policies. In these 
“grey” areas, a consistent pattern seems 
more important than the specific rules 
which are followed. If your policy is 
reduced to writing and applied con- 
sistently, the position taken is much 
stronger when it becomes necessary to 
defend it. A point to keep in mind, 
however, is that an overly conservative 
policy on capitalization, i.e., liberal 
charges to expense, may retum to 
plague the company when depreciation 
is considered. 


Classification of Assets 
The classification of the assets into 
groups of like items must generally be 
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developed on a basis consistent with 
the depreciation plan. In our business, 
we follow the pattern established by 
the National Electrical Manufacturers 
Association and segregate our plant 
into some thirty-odd separate accounts. 


Depreciation on Cost 

Depreciation is one of the most in- 
triguing subjects in plant accounting, 
although I think sound practices ap- 
plied to capitalization and classification 
are almost equally important. The 
basic purpose of depreciation in in- 
dustry is a matter of income determina- 
tion, to allocate the cost of the facil- 


‘ities properly against the income de- 


rived from their use. 

We start with rates established for 
the industry as a whole and apply 
them to historical costs until the full 
cost of the asset has been depreciated. 
We obtain some measure of the ade- 
quacy of these rates currently by ac- 
cumulating the gain or loss upon dis- 
position of the larger items of equip- 
ment and reviewing fully-depreciated 
facilities which remain in use. This 
running verification of the accuracy 
of our depreciation is supplemented 
from time to time by special studies of 
the rate of retirements. There are sev- 
eral methods for computing actual 
rates. In a study which we are just 
now completing we found the 
“smoothed retirement” method the 
simplest to apply to the data which 
we had available. This method repre- 
sents essentially a graphic tabulation 
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of the number or amount of units re- 
tired over a period of years, from 
which the average actual lives of that 
class of assets can be determined. 

I believe that most companies in the 
electrical manufacturing industry use 
group rates applied on a straight-line 
basis to cost. We have a separate rate 
for each of some thirty classes of plant 
assets. I would hesitate to suggest any 
more detailed grouping. Of course, a 
finer breakdown would yield more ex- 
act answers. As in many other ac- 
counting matters, we must weigh the 
accuracy desired against the clerical 
costs involved and arrive at a reason- 
able compromise. 

When the procedure is to apply the 
depreciation rate to the total cost of 
the assets in service which have not 
been fully depreciated, the rate for the 
group can be changed very easily. (We 
have a supplementary procedure for 
dealing with the relatively few special 
items of equipment which require spe- 
cial rates of depreciation.) However, 
under our system it would be difficult 
to vary our rates among a large num- 
ber of individual units of equipment. 

Some of my friends in other com- 
panies tell me that they establish the 
amount of the weekly or monthly de- 
preciation accrual for each unit of 
equipment as it is acquired. Their 
monthly depreciation entry, therefore, 
represents the sum of these amounts, 
rather than a percentage of the balance 
in some account. Under this method, 
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in contrast to ours, it is easy to vary 
depreciation rates among individual 
units of equipment, but a major under- 
taking to change the over-all rate. 
Comparison of the two methods and 
reviews of the experiences of other 
financial men have led me to believe 
that, particularly for a smaller com- 
pany, the individual item procedure 
has a number of advantages. 

Having established and verified de- 
preciation rates as reasonable, the next 
step is to convince the tax examiner 
that they are proper for Federal in- 
come tax purposes. Success in this aids 
materially in simplifying the account- 
ing problem. If success is not met 
with, the next best move is to make 
certain that there is agreement on the 
asset side. It is not too difficult to 
maintain reserves on two bases but two 
records for both the asset and the re- 
serve are difficult. In either event, it is 
desirable to establish controls to assure 
that the differences betwen book bal- 
ances and those allowed for tax pur- 
poses are not overlooked. 

As a matter of personal opinion, I 
think our business economy would be 
much healthier if the Bureau of In- 
ternal Revenue could be persuaded to 
adopt a less fixed attitude toward de- 
preciation. With the rapid improve- 
ments in equipment and, therefore, 
high obsolescence factor, Bulletin F 
rates are obviously too low for com- 
petitive manufacturing _ businesses, 
which must take advantage of all pos- 
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sible labor savings. If the experience 
and observations of others confirm 
mine, I feel we would be serving the 
best interests of our economy if, when- 
ever we have an opportunity, we urge 
our representatives to reverse the direc- 
tion of force on depreciation. I feel 
that the bureau should accept the tax- 
payer's rate of depreciation unless the 
rate can be proved in error. In other 
words, the burden of proof should be 
changed from the taxpayer to the 
bureau. 


Accelerating Depreciation 

In times like these, when most of 
our plants are operating on an over- 
time basis, a question always arises as 
to additional depreciation resulting 
from the extraordinary wear and tear 
and the lack of time to maintain the 
equipment in proper working condi- 
tion. From the trend of decisions in 
the U.S. Tax Court on additional de- 
pteciation, it appears that we should 
be careful to prepare and document 
our cases well. 

Some taxpayers have been able to 
prove their cases, particularly with re- 
spect to equipment having moving 
parts. However, considerable resistance 
may be encountered on cases involving 
buildings or where broad composite 
rates of depreciation have been used. 
One company I know of is having 
fatigue studies made of the metal parts 
of certain of its machines, in anticipa- 
tion of questioning by the bureau, a 
couple of years from now, on the ad- 
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ditional depreciation which the com- 
pany is claiming for 1952. This type 
of advance planning often pays off. 


Amortization of Emergency Facilities 

Decisions as to treatment of World 
War II emergency facilities are, of 
course, past history. Many companies 
took advantage of the tax provisions 
which permitted full write-off of the 
cost during the war period. This pro- 
cedure does leave open the question of 
recovering in our current product costs 
an equivalent amount of depreciation. 
If we are not taking this factor into 
consideration in our costs, insofar as 
they are used for pricing purposes, we 
may be due for a rude awakening when 
replacements become necessary. For 
those who are engaged in government 
work under some type of cost-reim- 
bursement contracts, there is the ques- 
tion of obtaining payment for the use 
of these fully amortized facilities. The 
procurement regulations permit the 
contracting officers to give consider- 
ation to rental charges for such facil- 
ities. 

Amortization under the necessity 
certificates granted since the Korean 
incident began is much more compli- 
cated than the World War II version: 


|. The assets covered by certificates are 
more restricted. 

2. The certificates permit amortization of 
only a portion of the cost. 

3. The period of amortization is five years, 
rather than the shorter of five years or 
the period of the emergency. 

4. The armed services have developed a 
policy under which the amount (whether 
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called amortization or depreciation) al- 


lowed for product cost purposes may 
vary from the amount allowable for tax 
and renegotiation purposes. 


In industry I think that most of the 
facilities acquired under the present 
necessity certificates represent real 
emergency facilities in the sense that 
they have been acquired either for de- 
fense production or for the expansion 
of our economy resulting from the de- 
fense effort. Many of the companies 
are, therefore, deducting amortization 
in determining total book income, as 
well as for tax purposes. In internal 
reports it may be well to segregate the 
total provision as between normal de- 
preciation and the excess of amortiza- 
tion over normal depreciation. In com- 
mercial lines, this will facilitate com- 
parable product costing if these facil- 
ities are used beyond the five-year 
period. 

The situation is not so clear with re- 
spect to facilities utilized in produc- 
tion of defense products under any 
cost-type contract. As the proposed 
regulations are now drafted, the 
amount allowable as a part of product 
cost may exceed, be equivalent to or be 
less than the amount allowable for tax 
purposes. If the amount allowed for 
contract cost purposes is less than the 
tax allowance, I know the accountant 
will be well-advised to keep a record 
of the differences, if he expects his 
company to stay in the defense busi- 
ness. How he should reflect this differ- 
ence in his published statements is not 
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readily apparent. I feel that if the 
company’s total book depreciation is 
otherwise in excess of total depreciation 
allowable for tax purposes and it ap- 
pears that the facilities will be utilized 
beyond the write-off period, a good 
case could be made for using the re- 
duced allowance for book income pur- 
poses. In any event, a record of the 
reduced allowance should be main- 
tained for use in costing future defense 
contracts. 


Replacement Values—Do They 
Call for Higher Depreciation? 


We are all familiar with the fact 
that the replacement value of plant is 
ordinarily substantially in excess of 
historical cost. Construction costs are 
now some 250 per cent higher than in 
1940 and the cost of comparable equip- 
ment for machinery in use has almost 
doubled since that time. Obviously, 
depreciation based on historical costs 
does not reflect the amounts which will 
be required to replace the present fa- 
cilities. I believe we could also find 
general agreement on the premise that 
a successful business should be able to 
maintain its plant capacity from funds 
recovered in its selling prices. Some 
argue that expansion should be 
financed by new capital, but all parties 
seem to agree that it should not be 
necessary for business to go outside for 
capital funds in order to maintain 
Staius quo. 

Granted this, the question is—what 
shall we call the excess of depreciation 
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based on replacement cost over depre. 
ciation of actual historical cost? 


1. Is it a special part of what we as ac. 
countants report as income? 


2. Is it a special credit to capital surplus 
arising from revaluation of the assets? 


3. Is it a part of cost, as some of the lead. 
ing economists claim 

These questions are still in the dis- 
cussion stage. The answer is being 
hammered out in the public forum 
which our technical publications rep. 
resent. What is now the “generally ac- 
cepted accounting principle” or con- 
vention, may change. Another basis 
may become the “generally accepted” 
standard. As of the moment, any ex- 
cess of depreciation based on replace- 
ment cost levels over that computed on 
historical cost, which a business is able 
to recover in its price, is considered as 
income by accountants. 

It is possible to revalue the plant 
accounts entirely, on the basis of an 
independent appraisal. This is a per- 
manent type of an adjustment which 
freezes the values at the level as of the 
appraisal date. Business experimented 
with this approach in the nineteen- 
twenties and tried to erase its effects 
in the early nineteen-thirties. It is not 
recommended at this time by account- 
ants generally. When post-World War 
II inflation entered its first upsurge, 
some of the larger companies a 
tempted to write off currently the “ex- 
cess” of actual cost over the historical 
pattern. This was, of course, on the 
assumption that the higher costs repre- 
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sented a temporary situation, which has 
since proven to be wrong. However, 
temporary or not, the public account- 
ing profession would not approve 
write-offs of these “excess costs” as a 
charge against current income. 

The procedure advocated most 
widely as a means of recognizing the 
increase in replacement costs is to ap- 
ply an index factor to the normal book 
depreciation. The regular depreciation 
entry is segregated by the years in 
which the assets were acquired and 
converted by application of the appro- 
priate index factors into current dol- 
lars. There are many problems to be 
solved before such a procedure could 
be adopted as a means of determining 
income. We would have to agree on 
the indices, the extent of their applica- 
tion and, most important, adopt a 
means of making sure that companies 
will not vary their application of the 
procedure to affect the level of income 
for the period. 

One device for increasing the depre- 
ciation charge, but based on activity 
tather than replacement costs, has been 
the adjustment of depreciation to re- 
flect volume levels and has received 
limited acceptance. I understand that 
certain companies adopting this pro- 
cedure established their normal levels 
at around seventy per cent of capacity. 
They are, therefore, accelerating book 
depreciation by some forty per cent in 
times like these. This is only a tem- 
porary “victory,” however, as their de- 
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preciation rates are based on historical 
costs which, if production levels con- 
tinue high, may soon be completely 
written off. 

Irrespective of what is the proper 
reflection of replacement value of 
plant as it bears on income (if at all), 
accountants should study the effect of a 
replacement cost depreciation adjust- 
ment on the company’s operations and 
furnish this data to management. The 
increase in cost levels has been so great 
that any company using facilities ac- 
quired before 1941 should take re- 
placement values into consideration in 
establishing pricing and dividend 
policies. 

Another definite need for consider- 
ation of replacement cost levels is in 
determination of the fire and related 
insurance requirements of the business. 
We all know that insurable values are 
generally based on replacement cost 
new, less depreciation to date. While 
I do not suggest the substitution of 
statistical figures for an appraisal by 
experts, replacement value computa- 
tions can be utilized between appraisals 
and for adjustments, as changes in the 
physical assets are made. 


Physical Inventory of Assets 

The last point on the check list pro- 
vided in Exhibit 1 seems almost too 
obvious to mention but, sometimes, in 
our busy days, we overlook the obvi- 
ous. A periodical physical inventory 
of the plant facilities often discloses 
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cases where the “right hand” failed to 
tell the “left hand” (accounting de- 
partment) of items of equipment 
which were transferred or taken out of 
service. Such an inventory is useful 
to turn up instances like these and to 
provide assurance that internal control 
is operating with respect to fixed assets. 


Conclusion 
Plant and equipment are not as 
easily accounted for as one might think 








if only the purchase transaction and a 
set depreciation schedule are thought 
of. It is a complicated problem of 
protracted service lives of production 
facilities and a problem also of in- 
vestment alternatives which are ex. 
tremely hard to clarify. Through de- 
preciation, it affects income determi- 
nation in a controversial area. A well- 
thought-out plant accounting program 
is an invaluable aid to the solution of 
these problems. 


Property Control in the Interior Department 


by DONALD D. CARRUTH 


Property Management Analyst, Office of the Secretary, Department of the Interior, 
Washington, D. C. 


How one of the major departments of the Federal government takes 
care of its primary concern respecting its items of property, i.e., that 
accountability and responsibility should be properly set up and dis- 
charged, is described in this paper, together with the extension of such 
concern to general ledger recording of aggregate property of the 


department. 


— ON THE HOOVER COMMIS- 

SION RECOMMENDATIONS, Con- 
gress approved legislation in year 1950 
for reorganizing the Department of the 
the Interior to permit more efficient 
management of its operations. All sec- 
retarial authority previously delegated 
to the bureaus and agencies of the de- 
partment was again lodged with the 
secretary. There was created the post 
of administrative assistant secretary 
with five staff divisions, one of which 
was the division of property manage- 
ment. 
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Work of the Property 
Management Division 


This division develops policy ap- 
plicable to procurement and supply, 
utilization and disposition of real and 
personal property, and records manage- 
ment. The authority and requirements 
to carry out these policies are then del- 
egated to eleven old-line agencies and 
four defense agencies of the depatt- 
ment. Also, specific authority is granted 
to an individual agency to carry out 
a specific operation whenever such ac- 
tion is necessary. The division repre- 
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sents the department on interdepart- 
mental boards and committees, includ- 
ing specific regulatory agencies, that 
develop government-wide property 
management policies. 

The excellent acceptance by the de- 
partment’s agencies of the policies de- 
veloped by the secretary's office for 
the management of property has been 
due primarily to the “selling job” 
done by this division. It is not enough 
that one of the basic concepts of man- 
agement is to have a job done as ef- 
ficiently and for as little cost as pos- 
sible. It is also necessary that operat- 
ing personnel share these concepts in 
order to bring about the desired re- 
sults. . 
In most instances, before policy is 
established for the use or disposal of 
real or personal property, a representa- 
tive from each departmental agency is 
requested to attend a meeting, or se- 
ties of meetings, chaired by the sec- 
retaty's property management analyst, 
in order to discuss the proposed pol- 
icy issuance. Agreement is reached on 
thé policy statement and the inclusion 
of whatever detail is felt to be neces- 
sary, so that it will be workable for all 
agencies. This arrangement has been 
found to give maximum results be- 
cause of the varied activities of the de- 
partment in the United States, the ter- 
titories, and the trust territory of the 
Pacific islands. This procedure was 
used in the development of property 
accounting regulations for the depart- 
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ment as one of the facets of property 
management. These regulations are 
dealt with in the following paragraphs. 


Accountability and Responsibility 
for Government Property 


Accountability is the obligation of 
the individual to maintain records for 
property on a property account or rec- 
ord subject to audit by designated 
property auditors or inspectors. Ac- 
countability cannot be delegated. Ac- 
countability also involves responsibil- 
ity for the property, itself, unless such 
responsibility has been properly dele- 
gated to another individual to whom 
the property is officially entrusted. An 
accountable individual is referred to 
as the accountable officer. Responsibil- 
ity is the obligation of an individual 
for the custody and use, care and safe- 
keeping of government property en- 
trusted to his possession or under his 
direct supervision. 

All property acquired by the Gov- 
ernment for use is charged to officials 
having administrative jurisdiction of 
it, and they are known as the account- 
able officers for property. The safe- 
guarding of property and maintenance 
of proper records is considered a pri- 
mary responsibility of these officers. 
Those persons having accountability 
and/or responsibility for property may 
be required to furnish bond in an ap- 
propriate amount when deemed advis- 
able by the interested bureau or office 
(for example, the Bureau of Indian 
Affairs). 
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The employee designated by the ad- 
ministrative head of any office as re- 
sponsible for supervising the property 
management program of that office is 
considered the property management 
officer, regardless of his payroll desig- 
nation or any other titles or functions 
assigned to him. The duties and re- 
sponsibilities of this position are not 
construed as limited to the maintain- 
ing of property records, or any other 
single phase or portion of the pro- 
gram, but encompass any and all 
phases of property management. The 
property records referred to are not in- 
tended to eliminate maintenance of 
unit property cards as a part of official 
accounting records of a bureau or 
office. This applies particularly to the 
various power agencies of the depart- 
ment. 


Classifications of Property 
for Record Purposes 


The various bureaus and offices re- 
quire such historical, descriptive, and 
accounting records of buildings and 
structures of a permanent type and per- 
manent installation as are necessary 
for statistical and administrative con- 
trol purposes. 

Bureaus and offices are required to 
classify items of property as to whether 
they are equipment or supplies and 
materials. Nonexpendable property is 
defined as property which has contin- 
uing use as a self-contained unit; is 
not consumed in use; does not ordi- 
narily become a fixture or lose its iden- 
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ity, mor form a component of other 
equipment, machine, plant, etc. Be. 
cause of the desirability of maintain. 
ing complete descriptive and historical 
data on certain types of equipment, 
nonexpendable property has been di- 
vided into two classes: major and 
minor. For accounting purposes, al] 
major property is considered as capi- 
tal equipment. However, minor non- 
expendable property has been further 
subdivided to indicate whether it 
should generally be capitalized or not 
capitalized. Since property describable 
by the same basic nomenclature may 
occur in a wide range of types and val- 
ues, the designations or classifications 
cannot be applied inflexibly, and it 
is mecessary to use good judgment in 
its application. 

As a general rule, any single item of 
equipment costing over $150 is classi- 
fied major. However, where equip 
ment on hand is recorded in the a- 
countability records as minor and ad- 
ditional similar equipment is pur 
chased which may cost between $150 
and $200 and there is no material ben 
efit to be expected from maintaining 
complete descriptive and _historial 
data on the item of equipment, it my 
be considered as minor and accounted 
for with the other items of similar 
property. Regardless of the classific 
cation indicated, any single item of 
equipment costing over $50 is capital 
ized. 

Certain items of property, noner 
pendable by definition, have arbitrarily 
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been classified as expendable because 
of a high rate of breakage in service, 
a normally short service life, or an in- 
significant value. However, any ac- 
countable officer may elect to control 
such property by taking it up in the 
accountability records and, if the value 
warrants, it may also be taken up in 
the accounts as a capital investment. 
Certain kinds of equipment, such as 
small tools and articles which are fre- 
quently worn out after a comparatively 
short period of service, may be in- 
cluded with materials and supplies for 
accounting purposes, and accounted for 
as such in accordance with the proce- 
dures covering that class of property. 


Item Records Maintained 

A multiple card record, as deter- 
mined by the need of each bureau or 
office, is maintained for each unit or 
type unit of equipment and provides 
a permanent record of it. Property 
numbers are assigned to all items of 
equipment on hand and are perma- 
nently affixed to them. A card is made 
out and maintained for each item or 
dass of items, as determined by the 
bureau or office, and the property 
number recorded. Decimal suffixes 
may be added to the property number 
and marked on items, as an individual 
identification as determined by the 
bureau or office. The cost or value of 
the property, reference to receiving re- 
ports and other acquisition documents, 
and full description (including manu- 
facturers’ serial numbers, if applica- 
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ble) are placed on the cards. Also, 
any additional information the various 
offices concerned may wish to record 
is entered. The total valuation shown 
by cards must be in agreement with 
the general ledger control account for 
equipment. 

As in the case of surgical instru- 
ments and certain scientific precision 
equipment, etc., the affixing of num- 
bers may be omitted when impractical 
for any reason. The numbers assigned, 
however, are recorded on the equip- 
ment property cards, and trade names, 
dimensions, and other descriptive mat- 
ter used to identify the various items 
with the property cards. The multiple 
card system or modification is used to 
record charges to individuals, as a local 
record, to record property by class, and 
as an alphabetical or numerical listing 
as determined by bureau or office 
needs. When equipment is issued, a 
receipt for property is filed by the per- 
son to whom charged. 

Records to account for supplies and 
materials are kept to record the acqui- 
sition and disposition of all items. 
When any items to be immediately ap- 
plied on some project or job are pro- 
cured, they need not be taken up on 
card records. Instead, an appropriate 
notation or certificate of expenditure 
may be made on the face of the acqui- 
sition voucher. Where items are pro- 
cured for issue from time to time and 
are placed in warehouse or other stor- 
age and issued when required for op- 
erations, they are taken up on a prop- 
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erty card. Hand tools and similar 
items of small integral value may be 
dropped from the warehouse property 
records on approved requisition, along 
with consumable supplies. The ware- 
house records must show at all times 
the cost of receipts, issues, and bal- 
ances, and must be in agreement with 
the general ledger control account for 
stores. Materials and supplies are 
withdrawn from stock for distribution 
and use only when authorized by valid 
requisitions. Responsible officials des- 
ignate in writing employees authorized 
to approve requisitions on storerooms 
for materials and supplies. Individuals 
having the custody of such property 
are considered responsible for it and 
are held liable for any loss due to care- 
lessness or neglect. 

To account for small hand tools and 
similar items of minor equipment, 
which have been dropped from the 
warehouse property records on requisi- 
tion or have been purchased for im- 
mediate application to some project 
or job and not taken up on warehouse 
records, an adequate method of control 
is followed in their issue and use. 
The nature of the operations and the 
quantity of items will generally dictate 
the simplest method to be adopted by 
the individual bureau or office. Rec- 
ord of quantities only suffices in most 
instances and, where a small number 
of items is involved, may be readily 
handled by taking a receipt for prop- 
erty for all issues and cancelling the 
receipts when the articles are returned. 
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In other cases, in addition to memo 
randum receipts, it may be necessary 
to keep a record on a property card 
of such items, which will be debited 
with items requisitioned from a ware. 
house or other storage or procured by 
direct purchase and credited with items 
which would have been lost or worn 
out, when credit has been authorized 
through proper channels. 

Livestock is considered as a subclas. 
sification of equipment for property ac. 
countability. Services maintaining herds 
of cattle, sheep, hogs, etc., maintain 
livestock records properly classified on 
the quantity control property card, 
Field organizations having livestock 
herds or enterprises issue supplemental 
instructions, when necessary, as to de 
tail records to be kept, such as classi- 
fication and disposition of animals, in. 
ventories, and periodic reports te 
quired, etc. Field offices having horses, 
mules, oxen, and donkeys may include 
these animals among regular equip 
ment items and take up the value in 
the general ledger account for equip- 
ment. 

General Ledger Control of 
Property Aggregates 

Each agency is required to establish 
general ledger control accounts which 
will properly account for all property 
acquired or to be acquired. All prop 
erty accounting systems and procedures 
are required to be cleared with the 
division of budget and finance and the 
division of property management of 
the office of the secretary. Each field 
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office is required to maintain records 
in such form as will show identifica- 
tion of the property, date of acquisi- 
tion, and actual cost, if known, or ap- 
praised value. Where accounting pro- 
cedure is now in effect, adequate rec- 
ords of all items of fixed property will 
be maintained. The total value, as 
shown by the fixed property detail, 
must be in agreement with balances 
shown by the general ledger control 
accounts for fixed property. 

The value of capitalized equipment 
acquired and disposed of is entered in 
a general ledger control account or 
other accounting medium for equip- 
ment. The value of stores acquired 
and disposed of are entered in a gen- 
eral ledger control account for stores. 
The total value of stores recorded on 
the property card records are recon- 
ciled at the end of each month with 
the balance shown by the control ac- 
count. 


Boards of Survey for Obsolete 
and Lost Items, Etc. 


Administrative officers in charge of 
field units are authorized to appoint 
boards of survey, consisting of not less 
than three members, to pass upon un- 
serviceable or obsolete government 
property and to determine liability 
relative to lost, stolen, and/or damaged 
property. Standing boards may be cre- 
ated for these purposes. Appointment 
of members to standing boards are 
made by the regional or area adminis- 
trators. At larger field units, these 
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standing boards may consist of five 
members, three of whom constitute a 
quorum. In lieu of having boards of 
survey appointed by administrative of- 
ficers, the same authority may be vested 
in traveling survey officers when au- 
thorized to conduct survey action by 
the heads of bureaus and offices or re- 
gional or area administrators. In the 
case of property to be surveyed, neither 
the accountable officer nor the respon- 
sible employee for such property shall 
be a member of the board of survey. 

A survey action and a report of 
survey are required to authorize and/ 
or document the following property 
transactions and circumstances: 

1. Loss of all items of property exceeding 
$100 in original cost, or a lesser amount 


at the discretion of the head of the 
bureau or office involved. 


2. Condemnation for salvage reduction to 
scrap or destruction. — 


3. Abandonment. 


4. Property damage exceeding $50 in origi- 
nal cost, or a lesser amount at the discre- 
tion of the head of the bureau or office 
involved. 


5. Any circumstance in which, in the opinion 
of the accountable officer, there is a 
possibility of a claim against the gov- 
ernment in connection with the admin- 
istration, care, and use of government 
property. 

A survey action and report may also 
be rendered under any other circum- 
stances at the discretion of the account- 
able officer or other reviewing author- 
ity. A certificate of loss may be used 
in lieu of a report of survey to docu- 
ment losses of or damage to property, 
provided the total amount of the loss 
or extent of the damage to all items 
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contained on the certificate does not 
exceed $100 or a lesser amount, at the 
discretion of the head of the bureau 
or office, and possible claims against 
the government are not involved. 

No survey action is required to au- 
thorize the following types of prop- 
erty disposals, all of which are other- 
wise authorized and amply docu- 
mented: 


1. Transfer to any other government activity. 
2. Donation at the direction of a disposal 
agency in accordance with the provisions 
of Public Law 152 (63 Stat. 377, as 
amended) and existing General Services 
Administration circulars and regulations. 

3. Sale after circularization as “available" 
when the property involved is exempt 
from the requirement for declaration. 

4. Sale of “excess” property after declara- 
tion period has expired and all applicable 
clearances have been received from the 
General Services Administration and any 
other Federal agencies. 


When a survey action is required, 
it may be conducted by the following 
authorities: 


1. Boards of survey, consisting of not less 
than three members appointed by the 
accountable officer, shall: 

a. Conduct surveys. 

b. Report findings and recommenda- 
tions. 

2. Duly appointed survey officers may: 

a. Conduct surveys. 

b. Report findings and recommenda- 
tions. 

c. Approve reports of survey made by 
others (except those relieving their 
own administrative supervisors). 

3. Special boards of survey shall be ap- 
pointed by the head of the bureau or 
office, or by regional directors or area 
administrators, to investigate unusual 
losses, such as those resulting from dis- 
asters, such as fire, flood, drought, etc. 
Copies of special reports rendered by 
such commissions may be made attach- 
ments to a report of survey for the pur- 
pose of clearing property records and 
accounts. 
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Action on Report of Survey 

Authority to approve or disapprove 
reports of survey and certificates of 
loss is vested in a reviewing authority, 
A reviewing authority is the head of a 
regional or area office or any other in- 
dividual or group designated to serve 
as a reviewing authority by such head 
of a regional or area office. A review. 
ing authority must not include a mem- 
ber, or members, of a board of survey 
when actions of the board are to be re- 
viewed. This reviewing authority may 
gtant formal relief from accountability 
of the property included in a report of 
survey and/or certificate of loss. 

All property lost, stolen, or damaged 
must be reported on a certificate of 
loss where the property involved had 
an acquisition value of $100, or a 
lesser amount at the discretion of the 
head of the bureau or office involved. 
Where an accountable officer has rea- 
son to feel that fraud, theft, etc., is in- 
volved in the loss of property included 
on a certificate of loss form, he may 
decline to approve such certificate of 
loss form and may call for a board of 
survey action to determine liability for 
the property involved. 

The board of survey is required to 
examine carefully the property listed 
and/or obtain all information petti- 
nent to the survey. If the board of sur- 
vey finds that the property has further 
usefulness in its present form or after 
being repaired or reconditioned, it may 
recommend that the property be con 
tinued in service. If the board finds 
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that the property is worn out or ob- 
solete, it may recommend disposition 
of the property by sale or destruction. 
Copies of the board of survey action 
are transmitted to the affected offices 
of the bureau or office as required. 
After surveyed property has been dis- 
posed of, there is shown across the 
face of the equipment card the basis 
for the disposition. 

If the disposition of the property 
is by destruction, a board of survey 
or the property officer supervises the 
destruction of the property, which may 
take place prior to approval of the re- 
port of survey by the reviewing officer 


- where circumstances warrant. When- 


ever property is lost, stolen, or dam- 
aged, the responsible party is held lia- 
ble unless relieved of the liability by 
action of a board of survey. When 
liability is contested, this action is re- 
quested by the responsible party as 
soon as practical after discovery of the 
loss or damage. The request is di- 
rected to the administrative officer who 
takes action immediately to convene a 
board of survey to consider the case. 
The officer instituting the survey pre- 
pares sufficient copies of a report of 
survey for distribution to interested 
sections. To each copy are attached 
copies of all pertinent papers on which 
the interested party relies to be relieved 
of responsibility. These papers may 
show attending circumstances, when 
property was lost or stolen, what ac- 
tion was taken to recover the prop- 


APRIL, 1953 











erty and when property is damaged, 
statement of any available witnesses. 


Transfer of Property; Other 
Accountability Changes 

When property is transferred from 
one service to another within the de- 
partment or between units or activities 
of any service involving a change of 
accountability between units or activi- 
ties, the transferring officer fills out a 
transfer of property form, showing 
the items to be transferred and the 
value from the property record. A suf- 
ficient number of copies of the trans- 
fer of property form is made out and 
signed by the transferring officer, with 
the necessary copies being forwarded 
to the receiving officer for his signa- 
ture. Sufficient copies are retained by 
the receiving officer for use as a 
voucher to take up the items on his 
property records and as a basis for ad- 
justing the proper general ledger ac- 
counts. The necessary number of copies 
are returned to the transferring officer 
for use of the accounting offices for 
adjustment of general ledger accounts 
and for use as a voucher for dropping 
the items from the property records. 
Where an adjustment of funds is in- 
volved in connection with the transfer 
of property from one accountability 
to another, it is necessary that this 
adjustment be effected by use of a 
voucher for transfers, etc. 

When items of equipment, hand 
tools, etc., are issued to individuals 
on memorandum receipts and are 
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transferred by these individuals to the 
custody of another person by adminis- 
trative direction, a receipt for property 
is obtained. 

When an accountable officer is to be 
relieved of accountability, an itemized 
list of the property of all classes for 
which he is responsible is compiled 
from the property records, showing 
quantities, description, unit price, and 
value of each item. The receipt of the 
property is acknowledged on the list 
by the incoming officer after such veri- 
fication and inventory as may be 
deemed necessary to satisfy him as to 
its correctness. Prior to transfer of 
the property, any overages revealed 
by a physical inventory are taken up 
on receiving reports and entered in the 
accounts of the outgoing officer. Any 
shortages are adjusted in accordance 
with procedures already set forth in 
the functions of boards of survey and 
reviewing authorities. The property 
list and receipt are prepared in tripli- 
cate, the original to be retained by the 
officer relieved, the duplicate to be 
filed by the incoming officer, and the 
triplicate forwarded to the chief of 
the bureau or office concerned. 

Upon separation or transfer of an 
employee having custody of property, 
a complete inventory is made and, if 
all property is accounted for satisfac- 
torily, a clearance is given the em- 
ployee. Certification for final salary 
payment is withheld until this clear- 
ance is obtained, and payroll units are 
notified when clearance is granted and 
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before the employee's final salary 
check is issued. 


Identification of Property; 
Inventories 


Equipment items are marked in 
some acceptable manner, with the iden- 
tifying property number, except as 
noted in the previous section of this 
article relating to equipment card rec- 
ords. This may be accomplished by 
use of steel stamping, dyes, decalco- 
mania labels, metal or cloth tags, elec- 
tric needle, indelible stamping ink, 
painting, or other means which may 
be found most adaptable or pemanent 
for the various types of property in- 
volved. Hand tools and other minor 
equipment are marked to show govern- 
ment and bureau or office ownership 
by methods similar to those above 
mentioned. Livestock are branded or 
marked in a manner to show govern- 
ment ownership. 

A physical inventory is taken at least 
once each year of all nonexpendable 
property, materials, supplies, and live- 
stock, except that items of a minor 
nature and similar low-cost items 
which have been issued on a receipt 
for property form need not be physi- 
cally inventoried annually. These 
items are inventoried at the time of 
separation or transfer of the employee 
charged with their responsibility. At 
such time, the employee is held finan- 
cially responsible for any missing items 
for which a satisfactory explanation 
cannot be given. Administrative off- 
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cers are held primarily responsible for 
the taking of these inventories, but the 
responsibility may be delegated by 
them to designated employees under 
their jurisdiction. 

Each employee may be required to 
submit a physical inventory of the 
property for which he is responsible, 
certifying to its correctness. When 
these reports have been reconciled by 
the administrative officer with records 
maintained for each employee, he cer- 
tifies in writing to his central office 
that the inventories have been com- 
pleted and that the balances shown by 


_the property records are correct and in 


agreement with general ledger ac- 
counts. The physical inventory of all 
capitalized property is listed on an in- 
ventory of property form and recon- 
ciled with the accountability record. 
The physical inventory for noncapital- 
ized property, except exempted items 
(small tools, shovels, etc.), is recon- 
ciled with the property record main- 
tained for each employee. The total 
acquisition value of nonexpendable 
property, including those items which 
are exempted from annual inventory 
(small tools, shovels, etc.), may then 
be listed as a single-line entry on the 
inventory form. Using this method of 
inventorying property, bureaus and 
offices at the Washington, D. C., level, 
or area or regional offices, may require 
that a complete annual inventory re- 
port be submitted as has been de- 
scribed, 

The inventory of materials and sup- 


APRIL, 1953 








plies may be taken progressively at a 
rate which will cover the entire stock 
at least once a year. The results of this 
inventory are posted as an entry on the 
property card for each item. A copy of 
the inventory report is filed in the local 
office and is subject to inspection of 
auditors or other interested officials. 
Periodical inspections of fixed and/or 
installed property are made to deter- 
mine that the property has not been 
removed from its place without proper 
authority and required recording. In- 
ventories are reviewed at least once 
each year as to age, condition, and ac- 
tivity, as a basis for determining that 
any excess, obsolete, damaged, or used 
materials are appropriately recorded 
and accelerated use or disposition ef- 
fected for them. 


Property Audits; Forms 

The records of property of each 
field office are subject to internal audits 
by the various applicable services. 
Audits are made periodically by quali- 
fied personnel authorized to make such 
audits and who determine that all 
property acquired has been recorded at 
the time of acquisition, disposition of 
property has been recorded in a proper 
manner, the Government's interest has 
been protected in the case of losses, 
and regulations covering property ac- 
counting are fully complied with. 
Auditors perform but are not neces- 
sarily limited to the following steps: 


1. Review of the epplication of the princi- 
ples of internal control. The degree of 
internal contro! appropriate to a specific 
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bureau or office depends upon such fac- 
tors as the size of the organization and 
the number of employees involved in the 
maintenance of inventory control records 
and property accounts. 

2. Review of inventory adjustments and re- 
ports of survey to check whether or not 
records are being kept with care and 
whether there is adequate managerial 
control and review of apparent shortages 
and overages. 

3. Observing or taking of physical inven- 

tories. 


The property accounting regulations 
include departmental forms. The forms 
may be modified by the agencies to 
carry their own agency number in each 
case. However, the modified forms in- 
clude no less data than are required 
to be included in the departmental 
forms. 


Conclusion 


The property of a government de. 
partment is diverse in size, character, 
and location. It is for these reasons 
that such strong emphasis on physical 
control is needed. If that emphasis 
has seemed, in the foregoing para- 
gtaphs, to overbalance other manage- 
ment considerations, it may be pointed 
out that control is basic to manage- 
ment. In a controlled situation, wheth- 
er it be for physical property or other 
discharge of functions, management, 
whether in Government or industry is 
better able to move on to its further 
responsibilities. 


A Good Start for Plant Accounting 
|. Cost Control for Construction Expenditures 
by J. L. SCHNEIDER 


= AND ACCOUNTING for con- 
struction expenditures is an old 
subject about which a great deal of in- 
terest has been revived within the last 
few years. The main cause which has 
brought this important subject to the 
forefront is embodied in the vast 
sums of money which have been and 
are now being expended for the con- 
struction of new facilities and the ex- 
pansion and modernization of old 
ones. Other factors are governmental 
action and control and certain changes 
in our industrial and economic pattern. 
All manner of standards, budgets 
and cost control mechanisms have been 
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developed for controlling operation 
costs but there seems to be a tendency 
on the part of engineers and construc- 
tion people not to be unduly concerned 
about dollars spent for construction. 
This is difficult to understand, from an 
accounting standpoint, as dollars spent 
for construction are just as valuable as 
those spent in operation. 

Hence, it must be clearly understood 
that control and accounting for con- 
struction expenditures is by no meansa 
secondary function. Experience, good 
judgment and alertness are a prereq- 
uisite of the persons vested with this 
responsibility. 

N.A.C.A. BULLETIN 
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The question is often asked “How 
can accountants measure job perform- 
ance on construction expenditures and 
what tools can we furnish management 
for increasing efficiency and decreasing 
costs.” This poses a major problem 
but affords a fertile field in which 
large monetary savings can be achieved 
from accounting effort and ingenuity. 
Some of the many phases to be con- 
sidered in cost reduction of construc- 
tion expenditures will be found in the 
study and analysis of: 


1. Project engineering 

2. Construction cost estimates 

3. Projects contracted to outside con- 
struction firms 

4. Purchasing of materials and equip- 
ment 

5. Coordinating delivery of materials 
and equipment 

6. Handling and storing materials and 
equipment 

7. Personnel requirements (particularly 
supervision) 

8. Tools, supplies and equipment to per- 
form the work 

9. Change in plans 

10. Building of temporary facilities (con- 
struction shacks, tool sheds, etc.) 

11. Work performance on similar jobs 

12. Construction delays 

13. Substitution to utilize materials on 
hand 

14. Material and equipment left over 
from construction 

15. Replacement of plant equipment 


There has always been a tendency 
to load property accounts with charges 
which are properly operating expenses. 
Good operating costs have been made 
in many instances by using materials 
left over frorn construction, which 
have been charged to property ac- 
counts, and by having work properly 
chargeable to operating costs, errone- 
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ously lodged against property accounts. 
Some typical cases are: (1) Amounts 
expended after a facility has been re- 
ported complete and ready for opera- 
tion (minor adjustments to equipment 
are properly chargeable to operating 
costs) (2) alterations and changes to 
existing facilities properly applicable 
to operating costs (3) general super- 
visory costs which are not specifically 
provided as the result of the construc- 
tion program, and (4) spare parts for 
new equipment. Suffice it to state that 
burying operating costs in property ac- 
counts, in times of the high taxes we 
are experiencing today, is a sure way 
to dig the grave of any business. 

Another very important responsi- 
bility of the accountant is to place 
completed facilities on a depreciation 
basis as soon as possible. In this re- 
gard, knowledge gained in field 
checks of work-in-progress is invalu- 
able. It enables the accountant to 
trace engineering and operating man- 
agement to determine why the facility 
has not been reported as complete, 
and the cause of delay. This is ex- 
tremely important, due to the fact 
that depreciation and amortization de- 
duction begins immediately such facili- 
ties are transferred to the depreciation 
base. 

An inventory of materials left over 
from construction is necessary in ex- 
ercising proper control. Such inven- 
tory should be taken prior to closing 
the construction project. Construction 


1041 





costs should be credited with the 
value of materials disposed of, before 
closing. 

Accurate distribution of charges to 
construction is very essential for con- 
trolling this important element of 
cost. In order to assure accuracy, four 
major steps should be taken by the 
construction accountant: 


1. Carefully study estimates of construc- 
tion expenditures. 

2. Review all contracts and orders for 
equipment and services placed with 
manufacturers and construction con- 
tractors, including orders placed in 
own shops. 

3. Become acquainted with the engineers 
and supervisors in charge of the con- 
struction project. 


4. Visit and observe the project in prog- 
ress as often as necessary, for ascer- 
taining what, when and how the work 
is being performed. 


In conclusion, the importance of 
proper accounting for construction ex- 
penditures is re-emphasized. Many 
dollars have been poured down the 
“rat hole” of inefficiency and waste 
because of lack of interest and laxness 
on the part of the accountant. The 
burden is on the accountant and he 
must use the best tools available in 
controlling costs in order to enhance 
his position as a vital part of the man- 
agement team. 


ll. Adequate Item Records 
by R. R. COCKRELL 


HE IMPORTANCE OF ACCOUNTING 

for properties and equipment has 
long been recognized but, as insur- 
ance rates and taxes continue to in- 
crease and as the accuracy of charges 
to control centers becomes more im- 
portant, property and equipment ac- 
counting assumes greater and greater 
importance. This paper points out 
some of the more important features 
of properly accounting for permanent 
assets. 

Some of the more important reasons 
for keeping detailed records of prop- 
erties and equipment are as follows: 


1. The need for supporting detail with 
respect to capital investment ac- 
counts. 


2. They provide the basis for more ac- 
curate depreciation charges and con- 
sequent effect on cost of operations. 
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3. They provide a dependable basis for 
entries reflecting the retirement and 
sale of permanent assets. 


4. They provide os supporting data 
for tax returns, both income and prop- 
erty. 

5. They provide a more accurate basis 
for determining insurable values and 
for substantiating claims for losses 
sustained. 

6. They provide a basic part of a pro- 
duction control system. 

7. They form an integral part of an ade- 
quate machinery maintenance and op- 
eration record. 


While the use of composite group 
accounts is necessary in a great many 
cases so as to avoid excessive detailed 
work on large numbers of small as- 
sets, their use should be limited to 
the absolute minimum and individual 
cards should be maintained on each 
separate asset. The information con- 
tained on these cards will vary slightly 
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to meet individual needs but, in every 
case, should include: 
|. Assets or equipment number 
Cost 
Date of installation 
Estimated life (in years) 
. Depreciation stop date 
. Period depreciation amount (month- 
ly, quarterly, etc.) 
7. Location (physical description of lo- 


cation and coding for cost control 
center to which asset is charged) 


8. Net book value 

9. Operational requirements (normal 
usage, using two shifts, continuously, 
overloaded due to nonstandard 
usage, etc.) 

10. Essential description 

11. Disposition 


a 


The numbering of assets provides a 


. means for an easy check and tie-in be- 


tween the plant ledger and the assets 
and it also gives basic data which 
can be used for production routing 
and machine loading. Numbers 
should be assigned under a consecu- 
tive numbering system prefixed by 2 
major code class to permit sorting as- 
sets into like groups such as lathes, 
sanders, motors, etc. The deprecia- 
tion stop date can serve as a guide to 
the plant engineer for replacement 
consideration and also enables the ac- 
countant, if desired, to continue de- 
preciating assets which remain in use, 
for cost purposes and to credit non- 
operating income. Noting the opera- 
tional requirements will serve as a 
flag to the accountant to increase de- 
pteciation rates on machinery which 
is being depreciated at accelerated 
rates. 

A periodic physical inventory of 
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permanent assets is one operation too 
often considered unnecessary by many 
accountants, as they consider their 
ledger balances accurate. This is not 
sensible, as a general weakness in 
most systems is that of inadequately 
accounting for dispositions. There is 
a tendency in most plants for the 
maintenance department to move small 
items of equipment or to cannibalize 
them for maintenance purposes. A 
periodic physical inventory will recon- 
cile the “per book” figures with the 
actual assets and also will provide a 
positive check on the accuracy of the 
recording of transfers of equipment 
between cost control centers, with sub- 
sequent accuracy in depreciation 
charges to the proper centers. It also 
prevents the payment of insurance 
premiums and taxes on assets scrapped 
or stolen and unreported, and prevents 
failure to take a deduction in the in- 
come tax return on the undepreciated 
balance of such assets. 

The detailed asset cards can serve 
another important function by replac- 
ing the record of depreciation with a 
record of maintenance and operational 
performance. These cards can be an 
important tool in the hands of the 
plant foremen, plant superintendent, 
and maintenance foreman. 

This is a summary of general con- 
ditions which should prevail in the 
installation of a system and which of- 
fers clues to better accounting for 
properties and equipment. 
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THE ACCOUNTANT HAS COME A 
LONG WAY—AND CAN GO FURTHER 


Editor, N.A.C.A. Bulletin: 


THIS LETTER is intended to set forth 
points at which, in the opinion of the 
writer, the relationship of the accountant 
to management can be improved so as 
to better the over-all effectiveness of a busi- 
ness administration. It would appear that 
the future of the accountant should be most 
rosy. The processes of computing and bal- 
ancing, as manual activities, have been 
largely replaced by machines. Hence 
a tedious part of the accountant’s career 
has been eliminated, freeing him for the 
analysis of the mechanically computed’ re- 
sults. All of this would mean that the 
pertinent statistics of an industrial opera- 
tion should be available much more 
promptly and in greater detail than ever. 

In this connection one circumstance bears 
noting. In expanded educational courses 
on business administration, courses in ad- 
vanced accounting are required. Men who 
attend these schools usually are considered 
executive material and, hence, for some 
years now, it has been recognized that 
elements of accounting are very desirable 
in the executive repertoire. In previous 
generations of educated young men, this 
was not required and, in fact, in only few 
places was such training available. In the 
main such men had to rely on the under- 
standing of those all-important figures and 
statistics from career men in the specialty. 
When trained management, equipped with 
knowledge of accounting principles “takes 
office,” the individuals comprising it will 
not be so dependent on accountants. That 
will not mean that the accounting staff will 
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be cut down. It will be increased and to 


good purpose. 

Never was there a more important time 
in the history of American industry for 
managements to be supplied with the de- 
tails of how their businesses are progress- 
ing. The period approaches, and should not 
be too far off, when, following post war 
expansion program, supply will find itself 
in excess of demand. This will be a nor- 
mal development, considering expansion 
surges in relation to a more steady increase 
in population. In periods of this kind, there 
is inevitably a separation of “the men from 
the boys.” “The men,” in this analogy, 
are those managements which know most 
about what is happening in their own busi- 
nesses. Accountants develop and supply 
this information and, the better it is done 
and the more enlightened forms in which 
it can be translated to operating manage- 
ment, the better that management will per- 
form, 

As a rule an accountant is not an imagi- 
native person. His mind becomes arith- 
metic in its positiveness. Two plus two 
makes four. A balance sheet must balance. 
While this usually produces an orderly and 
logical thinking process, it finds few ac- 
countants who are visionary or dreamers 
and seldom produces chance-takers. Let it 
be clearly stated also that, because of the 
characteristic activity of the accountant, 
he is prone to be accurate but quiet. How- 
ever, cold figures are the very heart, in the 
way of information, of what is taking place. 
Accountants should think of methods of 
glamorizing them in ways to better direct 
and influence management. As an example, 
recommendation on an accountant'’s part to 
operating management for wider distribu- 
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tion of important comparative costs or 
manpower productivity statements could 
often work wonders. 

There is no doubt that there are many 
in operating management who, while excel- 
lent managers, do not realize the value of 
figures as a score card of daily, weekly, 
or monthly performances in the great game 
of business. Giving the score of the game 
in an interesting manner will do much to 
increase the enthusiasm of the average 
supervisor and the result of this can lend 
itself to the improvement of previous per- 
formance records. A foreman’s life is not 
easy. He has the difficult position of trans- 
lating the pressure for improvement from 
the top into results from the rank and file 
worker who has, for a considerable period, 


. been propagandized to believe that the fore- 


man is his natural enemy. This job is not 
simple and anything in the form of man- 
agement information which can sustain the 
foreman’s interest in it, is certain of pro- 
ducing results. 

Many who have been in top operating 
management for a long period, are prone 
to forget many things which would have 
made living more interesting for foremen. 
An accountant, as adviser, should recognize 
the power which goes with knowledge and 
should constantly be on the lookout for 
places where information can be supplied 
which will contribute to improvement. A 
step of this kind will often need to be ini- 
tiated by accountants. An appeal for ag- 
gressiveness in convincing the operating 
management that information so developed 
should have the broadest rational distri- 
bution, is very much in order. 


There are still men in all manufacturing 
plants who are believers in the doctrine 
that the “figures lie and liars figure.” To 
them, pertinent statistics mean little. It 
was not long ago when the man in the 
mill had little affection or respect for the 








white collar worker, the “office cat,” as he 
was disaffectionately referred to. Most of 
that has disappeared, but the job is to 
place more facts about the conduct of busi- 
ness before more men and, in that way, 
improve operating performance because of 
increased knowledge. Accountants’ associa- 
tion with men who supervise these activi- 
ties, plus an understanding of the process, 
can only contribute for the better if more 
time is spent out in the field. 


F. M. GILLIES, Peoria Chapter 


PRACTICAL CONSIDERATIONS IN 
DISTRIBUTING SERVICE 
DEPARTMENTS’ EXPENSES 


Editor, N.A.C.A. Bulletin: 


THE PROBLEM OF OVERHEAD distribution 
has long been before accountants. Once 
upon a time cost accountants spent a lot 
of time and effort in precisely allocating to 
products or processes the cost of material 
and labor, although overhead, which was 
often a larger total of cost than that which 
was directly allocated with great care, was 
arbitrarily spread. Improved techniques in 
cost allocation to products and processes 
have made it possible to allocate a great 
part of overhead on some rational basis, 
“rational” from the viewpoint of the cost 
accountant. Needless to say, wherever pos- 
sible, expense should be applied specifically 
as direct overhead to either productive or 
nonproductive department or cost centers. 

The methods of allocating direct depart- 
ment overhead and that which has t6 be 
prorated to departments, deviate. That 
type of overhead which can be (and usually 
is) charged directly to departments, lends 
itself to what is often termed as “primary 
expense distribution.” It is ordinarily made 
up of such items as expense material and 
supplies, indirect labor, repairs and main- 
tenance, depreciation, insurance, taxes, 
power, etc. 
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We are concerned here more with “‘sec- 
ondary expense distribution” which involves 
the redistribution of total expenses of each 
service or nonproducing department to 
producing departments, in order that all 
of the expenses incurred by an enterprise 
can be charged to the products or processes 
which are serviced in the producing depart- 
ments. 

A redistribution (secondary distribution) 
method which involves prorating and a high 
rate of judgment factor is never free from 
legitimate objections. It behooves the ac- 
countant to effect some compromise be- 
tween the theoretically perfect method and 
one suited to the practical exigencies of 
the particular condition. In order to re- 
distribute service or nonproductive depart- 
ment expense to productive departments, 
it is necessary to make a decision as to 
whether or not it serves practical purposes 
to consider, one, a single step distribution 
method, or, two, get involved in a recipro- 
cal distribution of service department costs 
prior to redistribution to the producing de- 
partments. 

Under the single step distribution 
method, the service department expenses 
are not charged to other service departments 
even though their facilities are utilized by 
other service departments. The entire 
amount of expense for each service depart- 
ment is distributed directly to the producing 
departments. The aguments for this method 
can be summed up as follows: 


1. Easiest to do and, therefore, may be 
the best for this reason. 


2. Some accountants hold that greater - 


accuracy is obtained the less distribu- 
tion there is. 


3. Some accountants hold that for con- 
trol purposes it is enough to determine 
the specific service department ex- 
pense. 

The proponents of the reciprocal distri- 

bution method of service department cost 
hold that it is recognized that services ren- 
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dered by certain departments are, in part, 
utilized by certain other service depart. 
ments. Hence, where two or more service 
departments inter-render services, an “alge- 
braic circle” is created in ascertaining the 
amounts to be distributed to each other. 
The term “algebraic circle” is used because 
it is impossible to determine the total ex- 
pense of Department A until the distribu- 
tion of Department B is complete, and 
conversely. For example: The maintenance 
department performs service for the power 
plant which provides heat for the mainte- 
nance department, as well as all other de- 
partments of the organization. In order 
to properly inter-allocate the cost of these 
departments, the total expense in each must 
be determined only after properly prorat- 
ing the total cost of the other. In order to 
do this an arithmetic approximation can be 
used, or more simply, an algebraic formula. 
There should be some arguments for 
such involved procedures and the propo- 
nents list these on the favorable side: 


1. Accuracy—if a given service depart- 
ment receives service from another, it 
should be so charged, in order that 
management can be cognizant of, as 
nearly as possible, the cost of main- 
taining the various service departments 
in the organization. 


2. Departmental budgets have to be con- 
structed, based upon realistic costs in- 
curred by the various departments, and 
such a method will aid in this process. 


After a choice has been made between 
a single step and the reciprocal distribution 
methods for service department costs, and 
this process is completed, it becomes nec 
essary to determine by what process such 
costs shall be redistributed to the producing 
departments. It can be argued that a very 
good method is that of a “services re 
dered” basis, because it has a high element 
of realism. For example: 


1. Power house costs can be prorated on 
a demand basis figured on horse power 
hours, number of electrical outlets, 
connected load, etc. 
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2. Production control can be prorated on 
the number of items on production 
orders. 

3. Factory accounting can probably best 
be prorai«d on the basis of production 
man hours. 

4. Purchasing probably can be best pro- 
rated on the basis of the number of 
purchase orders. 

5, General service probably can be best 
prorated on the basis of productive 
man hours. 

Using the services rendered basis for 
distribution would serve the end of accu- 
rate allocation better if the expenses were 
segregated into their fixed and variable 
portions and, from that point, each prorated 
on its own overhead basis. The amount of 
fixed expenses in the service department is 
caused by the capacities of the other depart- 
ments to consume service and, therefore, 


_ should be charged to the consuming de- 


partments on the ratio of their capacities 
to consume. Wariable overhead, on the 
other hand, is an activity expense factor, 
and should be charged on the ratio of the 
consumption or actual services used, as dif- 
ferentiated from potential use. 


JOHN W. STORMS, Dayton Chapter 


VARIABLE COSTS MERIT FIXED 
ATTENTION 


Editor, N.A.C.A. Bulletin: 

VARIABLE OR DIRECT COSTING, as one of 
the newer approaches to industrial account- 
ing, has received considerable attention in 
recent years. Some of the writers who have 
criticized variable costing adversely, have 
done so from an inadequate consideration 
of the subject. In the background of their 
criticism seems to be the complaint that it 
does not reconcile with the definitions of 
orthodox accouriting. There is no necessity 
that it should. 

Variable costs are the common denomi- 
nator of industrial effort, the basic measure 
of the activity of the productive plant. They 
are founded, not upon accounting conven- 











tions, but upon natural, measurable units 
which are understandable to accountants, 
managements, operating personnel, and the 
public alike. 

Many of the arguments denying the pro- 
priety of dealing with variable costs in 
statements, seem to overlook the fact that 
dealing with them as elements in state- 
ments does not therefore deny the existence 
of other elements of total cost, nor does 
it preclude the full consideration of the 
other elements in the study of whatever as- 
pects of business behavior are under scru- 
tiny. 

Naturally there are certain problems in- 
volved in deriving variable costs, but these 
problems are capable of being mastered by 
objective methods with a minimum of re- 
course to accounting dogma. On the other 
hand, the major problems involved in valu- 
ing by total costs arise because of the theo- 
retical basis of the underlying concepts and 
can be resolved only by recourse to “ac- 
cepted” theoretical assumptions. 

For example, the problem of allocating 
fixed costs for product costing cannot be 
solved satisfactorily under all conditions. 
However, as period costs to be borne by the 
operations of the period, their nature is 
clearly understandable. Allocation problems 
are then reduced to the determination of 
the means of applying fixed costs to the 
desired number of product groupings. The 
costs so allocated do not lose their identity 
as allocated fixed costs, yet they are avail- 
able to determine the amount. of markup to 
be borne by the output of particular sub- 
divisions of operations. Under variable 
costing, the picture is complete yet it is not 
necessary to obscure the details in the man- 
ner in which they are confused under or- 
thodox methods when all costs are merged 
into product costs. 

Inventory valuation, one of the major 
points of conflict in total versus variable 
costing, warrants mentioning. In that field, 
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let us not confuse conventions with con- 
cepts. Total costing is orthodox. Granted! 
Let us not condemn variable costing because 
it does not have the same characteristics as 
the orthodox method, which is what we do 
when we point out that variable costs do 
not include total manufacturing costs. 

Let us start with a fresh approach to the 
meaning of inventories. They are liquid 
assets deliberately created by operating man- 
agement. They represent the deliberate ex- 
penditure of controllable or variable costs 
above the level required by current sales. 
In times of fluctuating sales volumes, which 
is virtually always, management is faced 
constantly with the problem of how much 
can be invested in inventories. It seems 
convincing that the truest reflection of the 
short-term results of management's stew- 
ardship is the one which measures the ap- 
plication of costs to inventories only in the 
terms of units in which inventory policies 
are actually based, the units over which 
management possesses a significant degree of 
flexible control. 

The case is equally conclusive in studies 
of alternate courses of action for the guid- 
ance of management. It is accepted prac- 
tice to exclude fixed costs in making such 
studies in most types of problems. Conse- 
quently, most recommendations are contrary 
to their indicated profitableness per ortho- 
dox accounting statements. This, in itself, 
is a serious flaw in accepted principles, 
which can serve only to lessen the influ- 
ence and stature of accounting statements. 


Let us not endeavor to make accounting 
an end in itself. It is a tool for better man- 
agement. Let us direct it to serving man- 
agement’s needs first. Instead of reconciling 
industrial reality with “established account- 
ing principles,” let us strive to establish ac- 
counting principles to deal with industtial 
reality. 


PAUL E. PIELLUSCH, New York Chapter 
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ANALYZING AND INTERPRETING 
RE-WORK COSTS 


Editor, N.A.C.A. Bulletin: 


AT ONE TIME the accounting department 
of our electronics manufacturing firm re. 
ported re-work only on the basis of total 
dollars of re-work cost incurred by each 
foreman. Because the present scarcity of 
materials has given rise to situations oc- 
casioning the need for the use of materials 
not up to specification and because we wish 
to maintain better control of our variance 
factors, we feel that a more detailed re-work 
analysis proves itself worthwhile. We be. 
lieve that it is especially helpful because 
it enables us to place greater emphasis on 
those items of re-work which are contribut- 
ing the greater portion of the total costs, 

To obtain this more detailed information 
we utilize our time tickets to a greater 
extent than heretofore. Formerly, the time 
ticket prepared by the foremen showed an 
item of re-work only by that designation. 
Under the present system, the foremen indi- 
cate the re-work as a definite operation and 
show the exact nature of it in each case, 
Our time tickets now record such explana- 
tions as “re-work—sort parts” or “re-work 
—ream part to specifications.” 

With the greater re-work knowledge thus 
obtained, we compile reports, by foremen, 
indicating where each re-work hour is spent. 
In order to arrive at the monetary cost of 
this re-work, we apply to re-work hours the 
hourly rate of the personnel performing the 
work. The final re-work analysis submitted, 
indicates the foreman, the individual re-work 
operations performed, the cost of each re 
work operation and the total re-work cost 
by foremen. 

Analysis of major re-work items indi- 
cates that, on occasion, more money is spent 
on re-work labor than is recovered in value 
of salvage obtained. Upon investigating 
this loss, we find, in most cases, that oper 


N.A.C.A, BULLETIN , 





rial 


tentio: 
L 


Ti 


Edito; 
Hov 
by the 








> thus 


ost of 
rs the 
ig the 
nitted, 
work 
ch re- 
k cost 


, spent 


; oper: 
ETIN , 





ators perform this re-work as a substitute 
for idle time. The foremen explain that 
it is better to have operators performing 
re-work, thus obtaining some return in the 
nature of salvage, than it would be to per- 
mit them to remain idle. 

Of course, this points up the fact that 
material control should have enough mate- 
rials available so that there would not be 
any great amount of idle time. It has been 
our experience that operator efficiency de- 
creases as idle time increases. This is un- 
derstandable when one recognizes that 
people do not work at their normal speed 
when they know they are going to run out 
of parts. To avoid being without work 
they try to stretch it out. 

Thus it is felt that the cause of much 
idle time has been too short an inven- 


-tory. We therefore, increased our in- 


ventory to a point at which we would have 
a sufficient bank of parts and materials at 
all times. We have learned that, with this 
greater inventory, there is little excuse for 
idle time. We have demonstrated to man- 
agement, that, as a larger inventory was 
obtained, operator efficiency has shown sub- 
stantial improvement. 

In ways like this, the detailed re-work 
analysis we submit has proved to be a 
definite aid in spotlighting the major items 
of re-work formerly hidden in the total 
re-work cost. We acknowledge that this 
analysis is not the most complete that 
can be made, but we believe that it is a 
quick and simple method of pinpointing 
the re-work elements which require the at- 
tention of management for solution. 

LEO HEMELGARN, Indianapolis Chapter 


TIME CONTROL OVER MONTHLY 
CLOSINGS 
Editor, N.A.C.A. Bulletin: 


How OFTEN HAVE YOU HEARD it said 
by the president, general manager, treas- 
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urer, secretary, or controller, “When may 
we expect the figures for last month? Here 
it is the ninth day and we haven't received 
the results of the mid-western division, 
whereas the southern and eastern divisions 
reported three days ago.” 

In smaller concerns in which such me- 
chanical aids as punched card accounting 
and machine billing are not used, this be- 
comes a problem which the accounting 
department must face every month. There 
are reports on inventory, receipts, produc- 
tion, sales, and other matters which must 
be prepared in the various plants. These 
in turn go to the accounting department 
to be recorded and interpreted into costs 
and other figures for use by management. 
Books of original entry must be footed 
and posted to the appropriate ledgers. Be- 
fore footing and posting, there must be 
appropriate cutoffs on such items as billing, 
material and cash receipts, cash disburse- 
ments, material issuances, and labor time. 

All of this builds into a peak load to be 
handled along with current daily transac- 
tions. Just as news becomes no news when 
stale, so accounting information becomes 
a mass of writing and figures unless avail- 
able promptly. Its timeliness enables in- 
formation to be used in making changes 
or improvements without undue or disas- 
trous delays. Present-day competition, high 
costs, and low margins impose a degree 
of alertness upon management which is 
best bolstered by prompt reporting. 

In the business with which I am con- 
nected, Consolidated Chemical Industries, 
Inc., we have found it extremely useful 
to follow a set time requirement for com- 
pletion of various schedules and summa- 
ries which help make up the final report 
to management. These completion sched- 
ules are expressed in terms of working days 
into the month following the one for 
which reports are prepared. By scheduling 
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dates for receipt of completed information, 
we are able to keep a continuous check on 
the way work progresses relative to plan, 


so that we succeed in having the final re 
sults available on the seventh working day, 
The time schedule which we use to con. 





ITEM OF INFORMATION DATE FOR COMPLETION 





1. Data on raw material receipts from plant...................0000.. First working day 
2. Preliminary report of raw material quantities from plant. 

(For use in checking against the records of the accounting 

IIE, soneiiatinieennsvuitacinintnusrrmaceniamnernipinpinsinemnciadccniiiaeng First working day 
3. Shipment papers from plant First working day 
4. Preliminary report of shipment quantities from plant. (For 


use in checking with accounting department.).................. First working day 


. Invoices from vendors. (Our location relative to vendors 


enables prompt receipt. If invoices are not received ac- 
cording to schedule, they can usually be disregarded 
without distortion in the final figures. Otherwise it is 
possible to estimate them closely enough to prevent 


SIE siciiswcchsmnicdaintacstcehetiplacinansies staccidicgasininvuintiganiteeints Second working day 
6. Accounts payable vouchers ...............cccccsseseseesesseneesesesserseneers Third working day 
Te. TR CEE I i essisitnceesicteeenniesnsnitciceticnencesenins Fourth working day 


. Plant reports of inventory, purchases, production, and 


sales. These cover raw materials, chemicals, supplies, main 
predicts, erndl Dyyp-ppeetne te 5acnaxxcnisscceqsescsenssecscssnsebonsscsasensseeoste Fourth working day 


9. Payroll summary, social security and workmen's compensa- 

SOE PNR: GUNN hsctinscencniccincconsiasipnaicnsinineventnianicnneen Fifth working day 
Oe INE BIN earrccstemnenrecenasectioninnisininieoipnacsinisininesinminnsinii Fifth working day 
i: I I TI iis cteretiitcencicescinsctecepinnmncccenncigtecniiiiinniit Fifth working day 
12. Completion of posting to general ledger ...............-.000 Sixth working day 


hedules for manu- 





13. Totaling and summarizing exp 


15. Cost journals and inventory schedules 





facturing, selling, administrative, and general expenses...... Sixth working day 
14. Trial balance of general ledger ......... 


OR, FRR CI goss icccetscenccrsnincesiensnenpsesasasaiebinnesttnnaiesiinecamasunieiied Seventh working day 


Sixth working day 
Seventh working day 








EXHIBIT 1 


trol the preparation of monthly figures and 
which is shown as Exhibit 1, may suggest 
similar schedules suitable for other busi- 
nesses. By following through each day 
on the flow indicated, we are able to lo- 
cate the weak places and delays and, con- 
sequently, lend assistance where needed, 
in order to assure that smooth flow of in- 
formation which is required for the is- 
suance of timely reports, so important to 
modern management. 

MORITZ E. PAPE, San Francisco Chapter 
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COLLECTING YOUR LARGEST 
RECEIVABLE 


Editor, N.A.C.A. Bulletin: 


THE LARGEST SINGLE CUSTOMER in the 
world of markets today is undoubtedly the 
United States Federal Government. In any 
business as large as the Federal Govem- 
ment, there are inevitably and of necessity 
detailed and exacting requirements to be 
met which are not normally encountered in 
commercial enterprises. When we, as a 
countants, fail to understand and recognize 
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these detailed requirements, we are invari- 
ably affected adversely in one prime area— 
accounts receivable. Since the majority of 
our business with the Federal Government 
is in supplying the requirements of the de- 
fense effort, it would perhaps be well to 
establish a few rules of guidance for the 
rendering of invoices to and collecting ac- 
counts receivable from the Army, Navy and 
Air Force. 

Almost without exception, the basic docu- 
ment under which goods are supplied to 
these defense departments is the govern- 
ment purchase order or contract which 
identifies the vendor, the type of goods or 
services to be rendered, the item price, dis- 
count terms, delivery terms and schedules 
and the total amount of money obligated 
by the government to the company as the 


“vendor. Usually all of this data is secured 


from the vendor beforehand, agreed upon 
and formalized by the issuance of the actual 
order or contract. When a company accepts 
such a purchase order or contract, it be- 
comes binding and the governmental issuing 
authority expects it to be complied with to 
the last minute detail. 

Therefore, examine the order. If it sets 
terms unacceptable to the firm, contact the 
issuing authorities and have it amended. 
This is normally a relatively simple matter, 
but do it before you supply the goods or 
services, not afterwards. Also when you 
render your invoice, render it in the 
terminology of the purchase order. Remem- 
ber that payment for your invoice is gen- 
erally made by a central finance office 
located at a considerable distance from 
either the purchasing or receiving office and 
that the finance office pays an invoice only 
when all terms, conditions and item termin- 
ology are in accordance with the contract 
(purchase order) which requested the sup- 
ply of the items. 


APRIL, 1953 





(You may invoice every commercial cus- 
tomer you have for “Aer-o-sol Bombs” but 
the government finance office will pay you 
only if these items are described in your 
invoice as “self-propelled insecticide bombs, 
contents bomb min. vol. 234 cu. ft., wgt. 
not to exceed 3.5 Ibs.” if such they were 
described in the purchase order or contract). 

Another point may be stressed. Suppose 
you receive a large government contract 
which allows partial shipments. It may be 
that the completion of the contract will 
stretch out over a period of several months 
or a year. If such is the case, check the 
contract or purchase order to be sure that 
partial payments are allowed. Otherwise 
shipments made and invoiced in January are 
not due, from the viewpoint of the Gov- 
ernment, until say August when the final 
shipment is made and invoiced. 

To sum up, I believe that in every case 
where difficulties have been encountered in 
the collection of accounts receivable from 
governmental authority, such difficulty can 
be traced to carelessness of the vendor in 
complying with the simple but detailed 
requirements set forth in the contract or 
purchase order. As a rule of thumb, when 
handling a government contract and seeking 
payment for services rendered, forget how 
you normally go about such an operation 
and rather ask yourself, “How do they want 
it done?” ‘ 

It’s as simple as that. And it will work! 
Contrary to prevailing opinions in certain 
quarters, government finance officers are as 
interested as we are in efficient performance. 
Prompt payment of invoices is one yardstick 
by which their superiors measure their 
performance. They are as interested as we 
are in an orderly, efficient method of opera- 
tion. 

DAVID H. LINDSEY, Bridgeport Chapter 






